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THE OUTLOOK FOR FEDERAL 
BUDGET-MAKING 


JESSE BURKHEAD * 


‘iain continued high level of Federal 


activities has made the budgetary 
policy and procedure of the United 
States Government of greatest economic 
significance. The 1950 budget is larger 
than the 1949 budget, and the 1951 
budget promises to be even larger. 
Growing unemployment has again cen- 
tered attention on Federal tax and ex- 
penditure programs in their relations to 
levels of economic activity. 


During the past year there has been 
a heightened interest in all aspects of 
Federal budget-making. Much of this 
interest has been due to the work of the 
Hoover Commission. It may be hoped 
that the procedural changes now under- 
way will prove to be successful in oper- 
ation and that this will stimulate con- 


*The author is associate professor of economics, 
Maxwell School of Citizenship, Syracuse University. 
He is indebted to Mr. Herbert Emmerich and the 
Public Administration Clearing House for the oppor- 
tunity to participate in the PACH-sponsored con- 
ference on budgeting at Princeton in July, 1949. A 
number of the suggestions incorporated in this article 
were discussed at this conference, although the con- 
ference is not, of course, responsible for the views 
Presented here. Paul H. Appleby also contributed 
valuable comments on an earlier draft of the manu- 
script. 


tinued re-examination of the process of 
budget-making. 


The Budgetary Impasse 


The general reluctance of Congress 
to adopt and implement the President’s 
economic program was nowhere more 
apparent than in action on the 1950 
budget. In January, 1949, the Presi- 
dent recommended appropriations to 
support anticipated expenditures of ap- 
proximately $42 billion. Total budget 
receipts were estimated at approximately 
$41 billion, leaving a budget deficit of 
something less than a billion dollars. As 
the session wore on, and the level of na- 
tional income continued to decline mod- 
erately, it became increasingly clear that 
budget receipts might easily be at least 
$3 billion below the President’s esti- 
mates. If a balanced budget were to be 
attained, reductions in expenditures were 
necessary. The President had recom- 
mended an additional $4 billion in taxes, 
but it is doubtful if this recommenda- 
tion was taken seriously by Congres- 
sional leaders. 

It turned out to be difficult to cut the 
President’s expenditure recommenda- 
tions. The budget was tighter than its 
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critics contended. The Congress made 
unsuccessful efforts to reduce individual 
appropriations, and finally, in May, the 
Senate Committee on Expenditures in 
the Executive Department proposed a 
resolution to require the President to 
accomplish the pruning.’ Under this 
resolution the Congress would direct 
the President to cut each appropriation 
to effect a reduction in expenditures of 
not less than 5 per cent and not more 
than 10 per cent. Total savings were 
expected to amount to as much as $3,650 
million.? 

It is extremely doubtful, at present 
writing (September, 1949), that the 5 
to 10 per cent proposal will ever become 
law. The proposal is indicative, how- 
ever, of the present state of tortured 
relations between the Administration 
and the Congress in budget-making. 

It is possible to defend the 5 to 10 
per cent cut proposal on the ground that 
the Administration knows better than 
the appropriations committees where 
cuts can be made “ with the least harm.” 
The Congress is not equipped to do the 
kind of detailed examination of agency 
operations which is necessary in budget- 
making. In any event, it may be con- 
tended, the 5 to 10 per cent cut is an 
expression of the philosophy of the 
legislative budget provisions of the Re- 
organization Act: it is Congressional 
responsibility to set the ceilings — to 
take an over-all view; it is the respon- 
sibility of the Administration to handle 
the details. 

This is a very questionable defense of 
the § to 10 per cent proposal. It is 
unlikely that the senior members of the 


1§. J. Res. 108, 81st Cong., Ist sess. 
2 The New York Times, May 27, 1949, p. 13. 
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House and Senate Appropriations Com. 
mittees possess insufficient knowledge 
about the operations of the departments 
and agencies to make substantial cuts in 
programs if the will to cut existed. It 
would, of course, be very pleasant if the 
Congress could effect sufficient “ econ- 
omy” and “efficiency” to eliminate, 
at will, two or three billion dollars in 
expenditures and still conduct all the 
programs that the President (and Con- 
gressmen’s constituents) would like to 
have conducted. But this is seldom 
possible. Major cuts must be cuts in 
programs—the elimination of functions 
and operations. Congress is at least as 
well equipped as the Administration, 
if not better equipped, to determine the 
programs which should be continued 
and the level of operations which should 
be achieved under these programs. The 
5 to 10 per cent proposal was an at- 
tempt to avoid an unpleasant and diffi- 
cult task. 

There will always be attempts by 
Congress and by the Administration to 
dodge responsibility in budget-making. 
The impasse reached on the 1950 budget 
does not signify that the Congress, 
in this instance, has abdicated its re- 
sponsibilities. The governmental ma- 
chinery has not broken down. Changes 
in budget-making procedure will never 
eliminate all possibility for stalemate, 
although improvements are certainly 
possible. 

A major source of recent difficulties 
is that Congress continues to be strongly 
influenced by the philosophy of a bal- 
anced budget. It should begin to be 
apparent, after the experience of the 
last three years, that it is impossible for 
the President or the Congress to balance 
the budget on an annual basis. Oursis 
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an economy subject to rather violent 
fluctuations in the level of income. 
With Federal budget receipts heavily 
dependent on yields from the corporate 
and individual income tax, it will be as 
impossible to predict these yields with 
accuracy as to predict the level of na- 
tional income on which they depend. 

It seems evident, as the President and 
the Council of Economic Advisers 
pointed out in January, 1949, that if 
fiscal 1950 looks like a year of high em- 
ployment and high income, then it is a 
year in which the budget should be 
balanced. Unfortunately, if the Ad- 
ministration (or the Congress) attempts 
to balance the budget, it may only con- 
tribute to further imbalance. For ex- 
ample, a reduction of $3 billion in ex- 
penditures in order to eliminate a budget 
deficit might well generate a further 
downturn in levels of private economic 
activity, with a corresponding reduction 
in Federal tax receipts, and a deficit 
larger than the one which was intended 
to be eliminated. On the receipts side, 
an increase in taxes intended to wipe out 
a deficit may well have a perverse effect 
on total revenues, if the higher level of 
taxes operates to depress further the 
level of income and employment.* At- 
tempts to predict and legislate in terms 
of a balanced budget are made even less 
realistic by the fact that Congress is 
balancing only a specified set of ac- 
counts—the general and special accounts 
and the government corporations. This 
does not balance the cash inflow and 
outgo of the Federal Government since 


8 These considerations are not related to the 
question whether fiscal 1950 should show a balanced 
budget. If fiscal policy by way of expenditures and 
taxation is to be the first line of defense against 
depression, it may well be that in fiscal 1950 modest 
deficits should begin to appear. 
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the trust accounts are outside the budg- 
et. Insistence on a balanced budget is 
not generally regarded as sensible fiscal 
policy in these post-Keynesian years; 
insistence on balancing certain Federal 
accounts is not even good accounting.* 
The Congressional role in budget- 
making must be the examination of 
agency and departmental programs to 
determine whether these programs serve 
the needs of the program beneficiaries. 
Congress cannot do this by concentrat- 
ing on balancing the budget. In addi- 
tion, there are a number of procedural 
changes in budget-making which would 
help direct Congressional attention to 
program review. Professional staffing 
of the Senate Appropriations Committee 
has certainly contributed to this end.5 
Similar staffing for the House Appropri- 
ations Committee could be expected to 
accomplish like results: the centering of 
committee attention on programs, not 
on operating details; emphasis on the 
adequacy of an agency’s operations, not 
on the efficiency of its stenographers. 
A second procedural reform which 
could contribute to the effectiveness of 
Congressional review is the utilization 
of a consolidated appropriation bill. 


4 The Committee for Economic Development feels 
that the exclusion of the trust accounts from the 
budget tends to. perpetuate unrealistic budget-mak- 
ing and that this can be overcome only by moving 
to a cash consolidated budget (Committee for Eco- 
nomic Development, Tax and Expenditure Policy for 
1949 [New York, 1949], pp. 15-16). This would 
mean bringing Budget Table 13, “ Receipts From and 
Payments to the Public,” forward in the budget 
document and make it the major budget summary 
(see Budget of the United States Government for the 
Fiscal Year Ending June 30, 1950, p. A 123). 


5See Thomas J. Graves, “ The Professional Staff 
of the U. S. Senate Committee on Appropriations,” 
Notes and References, Governmental Research Asso~ 
ciation, IV (May, 1948), 1-4. 
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This proposal, which originated with 
the Senate Committee on Expenditures 
in the Executive Departments, was in- 
troduced in the first session of the 80th 
Congress, and was reintroduced this 
year.” As a matter of fact, Congress 
need not require itself to consolidate 
appropriations. All that is necessary is 
that the separate measures be combined 
as they come through committee. It is 
reported that the chairman of the House 
Appropriations Committee intends to 
do this in the next session, regardless of 
any action which the Congress may take 
on the joint resolution. 

A consolidated appropriation measure 
should inject some discipline into Con- 
gressional fiscal action by requiring each 
Congressman to go on record in favor 
of, or against, the budget as a whole. 
This might destroy the interesting bi- 
furcation which permits a Congressman 
to campaign on a program of “economy 
and efficiency” and still vote for all 
projects which involve expenditures in 
his home district. The consolidated 
appropriation bill would ensure the 
“over-all” view of the government’s 
expenditure program and thus embody 
the one worth-while feature of the 
Legislative Budget." 

A final reform which should facili- 
tate Congressional budget-making is the 


6S. J. Res. 16, 81st Cong., Ist sess. 


7 Section 138 of the Reorganization Act of 1946, 
which required Congress to establish, early in the 
session, a ceiling for appropriations and expenditures, 
proved to be no more practicable in the first session 
of the 81st Congress than it had been in the 80th 
Congress. It was reported in April, 1949, that the 
majority leaders had agreed to repeal the legislative 
budget requirements (The New York Times, April 
27, 1949, p. 20). For the background on this issue 
see Clarence Cannon, “‘ Congressional Responsibilities,” 
American Political Science Review, XLII (April, 
1948), 307-16. 





performance budget. This major ree. 
ommendation of the Hoover Commis 
sion will be employed in fiscal 1951. | 





should serve to center Congressional at. 
tention on the work programs and 
activities of the agencies and may help 
to focus the work of the appropriation 
committees on the larger issues and 
divert attention from the minutiae of 
the budget document. Performang 
budgeting will not cure all budget-mak- 
ing ills. It creates new problems wher 
it solves some old ones. But on this 
point — Congressional consideration of 
the budget — it will represent an im 
portant forward step. 


The Performance Bud get 


Recommendation No. 1 of the Com- 
mission on Organization of the Execu- 
tive Branch of the Government in it 
report on Budgeting and Accounting 
was: ““ We recommend that the whol 
budgetary concept of the Federal Goy- 
ernment should be refashioned by the 
adoption of a budget based upon func 
tions, activities, and projects: this we 
designate as a ‘ performance budget.’”® 


The Commission went on to say: 


Such an approach would focus attention 
upon the general character and relative im 
portance of the work to be done, or upon 
the service to be rendered, rather than upoa 
the things to be acquired, such as personal 
services, supplies, equipment, and so om 
These latter objects are, after all, only tht 
means to an end. The all-important thing 
in budgeting is the work or the services @ 
be accomplished, and what the work or set 
vice will cost .... It [the performance 
budget] places both accomplishment and 


8 The Commission on Organization of the Exect 
tive Branch of the Government, Budgeting and At 
counting (Washington, 1949), p. 8. 
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cost in a clear light before the Congress and 
the public.® 


This recommendation is in line with 
work that has been going on in the de- 
partments and agencies and in the 
Bureau of the Budget for a number of 
years. Almost half the agencies now 
present budgets showing activity sched- 
ules—the types of programs in which the 
agency is engaged, and the costs of such 
programs. The Navy Department pre- 
sented alternate estimates on a program 
(performance) basis for the fiscal year 
1948. The Bureau of the Budget an- 
nounced in August, 1949, that it would 
utilize performance budgeting in the 
preparation of estimates for the 1951 
budget.?° 

The performance budget has been 
described elsewhere."’ It is a logical 
complement to the functional classifica- 
tion system employed since the 1948 
budget. Functional classification cuts 
across agency and departmental lines to 
delineate the major programs of the 
Federal Government. The perform- 
ance budget starts at the agency level 
and designates the activities or programs 
in which the agency is engaged. These 
activities may fall within a number of 
functions. 


®Tbid., pp. 8-9. 
10 The New York Times, August 4, 1949, p. 2. 


11Tzsk Force Report on Fiscal, Budgeting, and 
Accounting Activities, prepared for the Commission 
on Organization of the Executive Branch of the 
Government (Washington, 1949), pp. 74-77; A. E. 
Buck, “ Performance Budgeting for the Federal Gov- 
ernment,” Tax Review, X (July, 1949), 33-38; Don 
S. Burrows, “A Program Approach to Federal 
Budgeting,” Harvard Business Review, XXVII (May, 
1949), 272-85. See also Donald C. Kull, “ Decen- 
tralized Budget Administration in the Tennessee 
Valley Authority,” Public Administration Review, 
IX (Winter, 1949), 30-35. 


No single expenditure classification 
can serve all purposes. The budget offi- 
cer of an agency may be interested solely 
in the classification of expenditures 
based on intra-agency organizational 
units. The administrator may be in- 
terested in the expenditure classifica- 
tions which serve internal management 
purposes. The House Appropriations 
Committee may be concerned mainly 
with programs and the interest groups 
served by programs. The economist 
may be interested primarily in receipts 
and payments to the public or in the 
economic character of Federal expendi- 
tures (purchase of goods and services, 
subsidies, loans, and so forth). Ex- 
penditure classification in accordance 
with the concepts of performance budg- 
eting will not serve all purposes. The 
budget document must continue to in- 
clude such additional expenditure clas- 
sifications as are useful for various 
purposes. 

The performance budget will not 
necessarily provide a control structure 
for internal management purposes. For 
example, a performance budget for the 
Federal Power Commission might des- 
ignate, as a separate activity, the ad- 
ministration of the Natural Gas Act of 
1938. But this activity may be carried 
on by a number of divisions within 
FPC, such as the Bureau of Accounts, 
Finance, and Rates, the Bureau of Law, 
and the Division of Trial Examiners. 
The Task Force Report on Fiscal, Budg- 
eting, and Accounting Activities argued 
that “. . . departments would be en- 
couraged by the program budget to 
reorganize bureaus and other subdivi- 
sions along work lines.” '* This will not 


12 Op. cit., p. 76. 
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be practicable in a rather large number 
of cases, and it would be unfortunate 
if departments and agencies were to be 
forced into rigid organizational patterns 
corresponding with their activities. 
Budgets are tools of management as well 
as requests for Congressional appropri- 
ations. 


Performance budgeting should lead 
eventually to more managerial freedom 
for the agency and departmental head. 
If the performance budget centers Con- 
gressional attention on programs and 
activities, and this is certainly its great- 
est potential merit, then appropriations 
will be made in terms of program, and 
the agency head will have increased 
freedom of action within the over-all 
appropriation limits. As the appropri- 
ations structure is revised over the next 
several years,* with the appropriation 
language stripped of unnecessary detail 
and restrictions, it may be hoped that 
agency and department heads will be 
given more discretion and greater re- 
sponsibility. Performance budgeting, 
combined with greater flexibility with- 
in appropriation limits, should contrib- 
ute to more effective governmental 
management.'* 


13 The Commission on Organization of the Execu- 
tive Branch of the Government, Budgeting and Ac- 
counting, op. cit., pp. 12-13. 


14 The Congress must always exercise the right to 
inquire into the details of agency operations, if it 
wishes. The strictures which it places on particular 
activities within departments have been and should 
continue to be written into the reports of the ap- 
propriations subcommittees. There is considerable 
evidence that such “advices” filed by the subcom- 
mittees have the greatest effect on agency and de- 
partment heads, even where Congressional feelings are 
not incorporated into the language of the appropri- 
ation. This kind of Congressional control is impor- 
tant and should be used as the occasion demands. 


Segregation of Capital Outlays 


Performance budgeting offers grea 
promise, but the proposal of the Hoover 
Commission to segregate capital outlay 
within the structure of the perform. 
ance budget is quite another matter, 

From the standpoint of “ citizen edu. 
cation ” there is some sense in a separate 
listing of capital improvements. It is 
good to know that every year the govy- 
ernment is acquiring additional “ assets,” 
that governmental activities add to the 
nation’s productive capacity. But most 
of this information is contained now in 
the budget section on “ Federal Activi- 
ties in Civil Public Works and National 
Defense Construction.” If and when 
the Bureau of the Budget and the Con- 
gress publish a twenty-five page budget 
intended to educate the taxpayer, it 
may be that considerable attention will 
be devoted to the acquisition of “a 
sets.” 

In the very brief discussion of its rec 
ommendation, the Hoover Commission 
argued that the separation of capital 
outlays was desirable because they are 
“ essentially different in character ” and 
because this separation can control con- 
tract authorization.’® Neither of these 
reasons would appear to justify the diff- 
culty and confusion which are likely to 
result from the separate treatment of 
capital outlays within the performance 
budget. 

There can be no doubt that capital 
outlays are different from other types 
of expenditures. But their differences 
are of no greater magnitude than, fot 


15 The Budget of the United States Governmeml, 
op. cit., pp. 1353-67. 


16 Budgeting and Accounting, op. cit., pp. 15-16 
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example, the difference between per- 
sonal services and printing and binding. 
If a financing plan were to be attached 
to the capital outlays the result would 
be a capital budget, such as is employed 
in Sweden and Denmark and in a num- 
ber of American cities. But the Hoover 
Commission did not propose a capital 
budget. The performance budget would 
obliterate distinctions in expenditures by 
object. A separation of capital outlays 
from current operating expense would 
restore a distinction in terms of char- 
acter classification that is not important 
in terms of program. 

It is not clear that contract authori- 
zations can be controlled adequately by 
a separate listing of capital outlays. The 
appropriations committees need to be 
furnished with the requisite data on 
obligations and made fully aware that 
funds voted this year may commit a 
much larger appropriation next year."* 
While this information is very import- 
ant to effective budget-making, it is 
doubtful that the major expenditure 
classifications should be expanded to in- 
clude it. Information on contract au- 
thorizations in military procurement 
should be furnished to the appropria- 
tions committees by the Bureau of the 
Budget and the National Military Es- 
tablishment. For public works, the pro- 
posed Board of Impartial Analysis ought 
to develop this type of information as 
part of its responsibilities.’® 


17 The Bureau of the Budget in recent years has 
made a start toward a more comprehensive treat- 
ment of authorizations. See Table 9, ‘“‘ Contract 
Authorizations and Appropriations to Liquidate Con- 
tract Authorizations,” Budget of the United States 
Government, op. cit., pp. A103-05. 


18 The Commission on Organization of the Execu- 
tive Branch of the Government, Concluding Report, 
Pp. 52-53. 


One suspects that the Hoover Com- 
mission carried over from either private 
accounting or state and local finance a 
practice which is wholly justified there, 
but which has much less justification 
for Federal budgeting. In private ac- 
counting nonrecurrent expenditures for 
new plant and equipment are “ capital- 
ized” simply because they are non- 
periodic and are not spread evenly from 
year to year. The costs of such outlays 
are then made a uniform charge against 
the current budget by a system of de- 
preciation charges. Large, nonrecur- 
rent expenditures of business are fre- 
quently financed, not by the utilization 
of funds from current operation, but by 
sales of securities or bank loans. These 
are the traditional and cogent reasons 
for the “capitalization” and separate 
treatment of nonrecurrent outlays in 
private finance. Surely these argu- 
ments have no force at all as applied to 
the Federal Government. No one 
would seriously propose that Federal de- 
partments and agencies create deprecia- 
tion reserves and establish trust funds 
for the replacement of fixed assets. 
And in these days of the New Eco- 
nomics it would be unreasonable to sug- 
gest that the Federal Government ought 
to borrow in order to acquire fixed as- 
sets. Decisions with respect to borrow- 
ing, let it be hoped, will be taken with a 
view toward the level of current income 
and employment. 

In the field of municipal finance it 
may be highly desirable to establish a 
capital budget, and plan, over a period 
of years, those public works which the 
community needs. The financing plan 
is geared to the work plan. State and 
local governments may wish to project a 
capital budget in order to accumulate 
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reserves in prosperous years and to make 
sure that funds are available for the ac- 
celeration of public works outlays in 
years of unemployment. The Federal 
Government also needs to plan its public 
works outlays over a period of years to 
achieve a coordinated and effective de- 
velopment of resources. This kind of 
long-range planning has very little to 
do with the segregation of capital out- 
lays in the annual budget. Neither is 
segregation justified for financial rea- 
sons; the Federal Government has no 
funds problem as long as it has access to 
the credit-creating potential of the Fed- 
eral Reserve Banks and the commercial 
banks. 

On the other hand, the segregation 
of capital outlays in the major classi- 
fication of the Federal budget diverts 
attention from more important consid- 
erations. The separation will be a time- 
consuming task for the Bureau of the 
Budget and the budget officers of the 
departments and agencies. Many capi- 
tal items can be identified easily, but 
there will be hundreds of arbitrary de- 
cisions involving such borderline cases 
as airplanes, automobiles, and atomic 
piles. These decisions cannot be made 
on a uniform basis, agency by agency, 
since there is no unequivocal definition 
of a capital outlay. 

Functional classification and per- 
formance budgeting are intended to 
concentrate Congressional attention on 
programs and their effectiveness. With 
a separate listing of capital outlays, the 
appropriations committees may well 
concentrate on the reduction of expend- 
itures via a reduction of capital out- 
lays, with inadequate consideration for 
the relation of the capital outlay to the 
agency or department program. It 
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would be equally bad policy, although 
in the other direction, for the appropri. 
ations committees to reason that the ac. 
quisition of capital assets justified addi- 
tional Federal borrowing. 

The separation of capital outlays ap. 
pears to conflict with the philosophy of 
functional classification and perform. 
ance budgeting. If the major pres. 
entation of budget data is to take the 
form of the programs performed and 
the interests served, then the identifica- 
tion of capital outlays is largely irrele- 
vant. The test of the effectiveness of 
the expenditure should be the results 
obtained and to be obtained, not the 
assets acquired. The budget document 
ought to include information on capital 
outlays, but not within the scope of 
functional classification and activity 
schedules. 


Organization for Fiscal Policy 
Formulation 


The Hoover Commission Task Force 
on Budgeting recommended that the 
Bureau of the Budget be transferred to 
the Treasury Department where it 
would be part of an enlarged fiscal serv- 
ice. The Commission rejected this 
recommendation in favor of an Office 
of the Budget within the Executive 
Office of the President, essentially a 
continuation of the organizational 
structure which was established in 
1939.2 The Hoover Commission did 
not recommend a sweeping reorganiza- 
tion of the Bureau, as the Task Force 
had done, It prescribed for the Bureau 
a strengthened role as an instrument of 


19 Task Force Report on Fiscal, Budgeting, and At» 
counting Activities, op. cit., pp. 37-84. 


20 Budgeting and Accounting, op. cit., pp. 21-3h 
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Presidential management, although its 
recommendations implied criticism of 
the Bureau for failure to achieve better 
internal coordination and for inadequate 
attention to effective budgeting within 
the departments and agencies. 

The Commission did not recommend 
any reshuffling of the responsibilties of 
the Council of Economic Advisers or 
the National Security Council and Na- 
tional Security Resources Board. The 
most important recommendation in this 
area was for a single Economic Adviser 
to the President to replace the three- 
man Council. 

These recommendations do not touch 
the present shortcomings in organiza- 
tion for fiscal policy formulation. The 
Council of Economic Advisers has failed 
thus far to emerge as an effective co- 
ordinator of the Administration’s eco- 
nomic program. In the meantime the 
National Security Resources Board has 
been endowed with statutory authority 
that could easily engulf the Council in 
many important areas. On the Con- 
gressional side, the Joint Committee on 
the Economic Report has functioned 
very little and without visible imprint 
on legislation. 

It has been suggested that the Coun- 
cil’s difficulty is that it is representative 
of the recent state of American inde- 
cision in domestic economic policy, that 
it has mirrored the political cross- 
current of the past three years.7* This 
may be the answer. The economy has 
been working reasonably well. The 
living standards of wage earners and 
farmers are better, on the average, 
than before the War. Economic dis- 
content is certainly not as widespread 


*1 Alfred Sherrard, “The Economics of the 
Mirror,” New Republic, CXX (May 23, 1949), 
13-16, 


as during the thirties. Perhaps a con- 
sistent and realistic Federal economic 
policy must be crisis-born and the 
Council will be effective only when we 
are embroiled in a domestic economic 
crisis. 

During the past three years the Coun- 
cil has pursued laudable objectives. It 
has recommended measures designed to 
stabilize the level of economic activity 
and the cost of living, measures to in- 
crease the long-run productivity of the 
nation’s economy and to effect a more 
equitable distribution of the final prod- 
uct. The Council has favored curbs on 
monopoly and a greater measure of price 
flexibility. Its major practical contri- 
bution to the achievement of these ob- 
jectives has been an educational one. 
The Council’s reports have been highly 
informative and have done much to 
further the growth of economic knowl- 
edge among the citizenry. But as yet 
the Council has not been an important 
influence in the nation’s economic 
policy. Perhaps it is enough that we 
have a Council, and that a competent 
staff is prepared to engage in effective 
economic planning when the need arises. 

The Council might be able to func- 
tion more effectively if it were geared 
lower in the administrative hierarchy. 
It now operates in a particularly ex- 
posed position, with no roots in pro- 
gram planning or operation. It might 
be better for the Council to locate some- 
where near the level of the Fiscal Divi- 
sion of the Bureau of the Budget. Or 
it might retain its present organiza- 
tional status, but participate with the 
Bureau of the Budget in the budget 
hearings.”” A further possibility, which 


22 This suggestion was made by Grover Ensley in 
a paper addressed to the 1949 meetings of the Ameri- 
can Society for Public Administration. 
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is probably not feasible at the moment, 
is to reorient the Council in the direc- 
tion of the Congress, so that it serves 
as a means of transmitting, explaining, 
and defending the President’s program, 
and as a means of formulating an 
executive-legislative economic policy. 
In any event, the Council would oper- 
ate more effectively with a single head 
and the abandonment of its present 
semi-judicial structure. 

Within the Administration the Coun- 
cil is threatened on its right flank by 
the National Security Resources Board. 
This two-year old agency now employs 
almost as many personnel as the Bureau 
of the Budget and operates with a 
slightly larger appropriation. Its statu- 
tory authorization is very broad.** The 
Board has the responsibility for study- 
ing the relationship of supplies of and re- 
quirements for manpower resources and 
productive facilities and is charged with 
developing programs for resource use in 
time of war and for the adjustment of 
the economy to war needs and condi- 
tions. In addition, the Board serves in 
a staff capacity to the National Security 
Council, which advises the President on 
the integration of domestic, foreign, 
and military policies.** 

If the National Security Resources 
Board ‘were to function effectively it 
would overlap, duplicate, and conflict 
with both the Council of Economic 
Advisers and the Bureau of the Budget. 
If fiscal policy planning means any- 


23 Public Law 253, 80th Cong., Ist sess. (July 26, 
1947). 


24For a description of the relation of these or- 
ganizations to the National Military Establishment, 
see Gus C. Lee, “ The Organization for National 
Security,” Public Administration Review, IX (Win- 
ter 1949), 36-44, 
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thing it means the integration of do 
mestic, foreign, and military programs, 
If resource planning is effective it must 
be done in terms of the existing state 
of economic activity. 

Little is known to the “ outsider ” of 
the work of the National Security Re 
sources Board. Apparently the latent 
conflicts with other agencies in the Ex. 
ecutive Office have not often been mani- 
fest because NSRB has not itself been 
clear as to its role and purpose and be 
cause for many months it has operated 
with an ex-officio chairman. The con- 
flicts will not be important as long a 
it remains in this semi-dormant stage. 

Viewed in organizational terms, and 
apart from the pressures which have 
dictated the current military orientation 
of Federal programs, there would appear 
to be justification for the National Se 
curity Council (and a small staff) but 
not for the National Security Resources 
Board. Top-level consultation on the 
relation of military to civilian programs 
is likely to prove to be continuously 
necessary. Program planning, such a 
NSRB undertakes, ought better to be 
attached to the departments and 
agencies themselves, with program 0 
ordination left to the Bureau of the | 
Budget and the Council of Economic | 
Advisers. Stockpiling operations cam 
be administered by the Department of 
the Army or the Reconstruction Finance 
Corporation. It is also difficult to 
justify the existence of NSRB in terms 
of a civilian check on the National Mili- 
tary Establishment. Its recent history 
does not indicate that it has operated 
in this fashion. In the opinion of the 
present writer, NSRB ought to be abol- 
ished and its coordinating function dis- 
tributed between the Council and the 
Bureau of the Budget. 
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Conclusion 

On the surface it would appear that 
most of the critical issues in Federal 
budget-making arise from the division 
of authority between the Administra- 
tion and the Congress. The Congress 
contends that the President’s budget is 
excessive but is unable to cut expendi- 
tures on its own initiative. The per- 
formance budget will be adapted to 
provide Congressional committees with 
the kind of information necessary for 
effective review. Failures in fiscal 
policy planning appear to be a direct 
reflection of the lack of adequate chan- 
nels of communication between the 
Executive and the Capitol. But pro- 
cedural and organizational issues of this 
character are not necessarily soluble in 
their own terms. 

Beneath the procedural and organiza- 
tional tangles lie the substantive dis- 
agreements. In spite of the policy state- 
ment of the Employment Act of 1946, 
there is sharply divided opinion on the 
extent and timing of Federal measures 
to control economic fluctuations. And 
even among the partisans of an increas- 
ing level of Federal expenditures there 
is disagreement on whether military 
outlays or civil public works are to be 
preferred. These are disagreements 
which do not stem from an institutional 
antagonism between Congress and the 
Administration; these disagreements are 
found within each group. 
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When political scientists are pressed 
for solutions to what appear to be pro- 
cedural difficulties affecting Adminis- 
tration-Congress relations, they will fre- 
quently suggest that the lack of political 
party responsibility and leadership pre- 
clude effective economic and fiscal ac- 
tion. It has been argued with force, 
for example, that Congressional leaders 
are not responsible to or representative 
of the Congress and that we cannot ex- 
pect effective governance until this is 
remedied by the abolition of the senior- 
ity system and a higher level of political 
party discipline. This may all be true, 
but the chances are that remedies will 
not be forthcoming until governmental 
inaction becomes more serious in terms 
of economic discontent than has been 
the case in the past three years. 

This does not mean that procedure 
(as in budget-making) is unimportant 
as compared with substantive questions. 
Budget-making procedure is of greatest 
importance since it can assure that the 
substantive issues are raised to the level 
where political judgment can be applied 
to them. Neither the Administration 
nor the Congress budgets in the interest 
of the general welfare. The budget 
expresses the conflicts and the cross- 
purposes of the interest groups which 
make up the nation. Budget-making 
combines political judgment and the 
technical contribution of the expert. 
It is the ultimate purpose of budget 
procedure to expedite this combination. 














INCIDENCE AND EFFECTS OF THE CORPO- 
RATE INCOME TAX 


J. FRED WESTON * 


HERE continues to be considerable 
disagreement and_ uncertainty 
about the incidence of the corporate 
income tax. The state of the theory 
is aptly described by Robertson’s state- 
ment, “If you throw enough taxation 
mud at the business man a good deal 
of it will stick.” ? 


VIEWS ON INCIDENCE 


The traditional doctrine of the in- 
cidence of an income tax was cogently 
formulated by E. R. A. Selgiman.? 
Briefly the doctrine is as follows. Un- 
der competitive conditions, the prevail- 
ing market price of a commodity is 


* The author is lecturer in finance at the College 
of Business Administration, University of California, 
Los Angeles. In the preparation of this article he has 
benefited considerably from the criticisms and sug- 
gestions of D. H. Eldridge. Mr. Guy de Viet drew 
the graphs. 


1D. H. Robertson, “The Colwyn Committee, 
The Income Tax and the Price Level,” Economic 
Journal, XXXVI (December, 1927), 581. 


2See E. R. A. Seligman, The Shifting and In- 
cidence of Taxation (London: Macmillan Company, 
1902), pp. 269-94. Also, J. Stamp, ‘ Taxation, 
Risk-Taking, and the Price Level,” Economic Journal, 
XXXVIII (June, 1928), 204-15; W. H. Coates, 
Memorandum on the Incidence of the Income Tax, 
Appendices to the Report of the Committee on 
National Debt and Taxation (London: H. M. 
Stationery Office, 1927); C. Ward Macy, “ The Cor- 
poration Net Income Tax and the Cost-Price Struc- 
ture,” Bulletin of the National Tax Association, XXX 
(May, 1944), 231-35; H. M. Groves, Financing 
Government (New York: Henry Holt and Company, 
1945), pp. 141-42. 


equal to the average cost of some (the 
“marginal ”) firms at their (short- 
and long-run) equilibrium output, 
Since these (marginal) firms pay no 
tax, firms which do pay the income tax 
cannot shift it either to consumers or 
workers because of the competition of 
nontaxpaying firms. Under monopolis- 
tic conditions, the firm maximizes its 
net income before the levying of the 
tax. The imposition of the tax which 
is based on “ net income ” will not alter 
the firm’s price or output policy, be- 
cause it cannot increase its income after 
the tax, by altering either price or out- 
put. 


This is the dominant view among 
economists. For example, Professor 
Ford, at the 1947 National Tax Con- 
ference, reiterated the traditional doc- 
trine of the incidence of the corporate 
income tax: It is not a tax on costs and 
is not an element of cost; therefore, it 
is not shifted, i. e., not reflected in 
higher prices or lower wages, but is a 
burden on the corporate shareholder.’ 
He comments, “In general, the view — 
held by economists is that an imposition 
of this character does not constitute a 
cost of production.” * 

Some writers, however, have taken 
the view that the corporate income tax 


3 Robert S. Ford, ‘Some Economic Aspects of the 
Present Corporate Income Tax,” Proceedings of the 
National Tax Association (1947), pp. 55-56. 


4 Ibid., p. 56. 
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js tax on costs and is therefore shifted.° 
As early as 1927, Robertson voiced some 
misgivings about the Seligman formu- 
lation. He said: 


It makes surely all the difference in the 
world whether we are or are not to reckon 
among the costs of the marginal producer, 
which ex hypothesi determine price, all such 
profits as may properly be regarded as wages 
of management or remuneration for risks; 
yet Professor Seligman leaves us uncertain.® 


However, this suggestion to make 
closer inquiry into the economic nature 
of corporate “ profits” was not carried 
out until much later. Goode suggested 
that the corporate net income tax is 
levied upon three elements of economic 
cost, namely, imputed interest on equity 
capital, imputed rent on owned scarce 
factors, and a reward for bearing of un~- 
insutable risks.’ The brevity of his 
statement of this position, the doubt 
cast on it by other statements in his 
article,® and the much greater emphasis 
Goode places on the role of aggregate 
demand in the theory of incidence have 
apparently obscured the implications of 
his presentation of “the case for saying 


5See D. H. Robertson, op. cit., pp. 566-81; D. 
Black, The Incidence of Income Taxes (London: 
Macmillan and Co., Ltd., 1939); H. R. Bowen, 
“Taxation of Net Income from Business,” Bulletin 
of the National Tax Association, XXXI (December, 
1945), 72-80; H. M. Groves, “ Revision of the Cor- 
poration Income Tax,” Proceedings of the National 
Tax Association (1947), p. 99. 


6 Robertson, op. cit., p. 567. 


7R. Goode, “ The Corporate Income Tax and the 
Price Level,” American Economic Review, XXXV 
(March, 1945), 49. 


8 Viz: “Moreover, if the tax on net profits is a 
cost it is indeed a strange kind of cost. It is a 
“cost” which rises with success but automatically 
disappears when operations are unsuccessful” (ibid., 
p. 45). 


that the corporate tax is a tax not only 
on pure profits or surplus, but also on 
elements of necessary cost.” ® 


Various intermediate positions are 
held. An eclectic approach is that it is 
uncertain whether the tax is on costs 
or “surplus” (i.e., profits) but that 
the tax has undesirable effects either on 
investors in the form of lower returns, 
on workers in the form of lower wages, 
or on consumers in the form of higher 
prices.° Still another view is that the 
tax is on costs, but whether it is shifted 
or not depends upon additional factors. 


The conclusions have been made more 
uncertain by the introduction of new 
aspects into the analysis. Some have 
suggested the need for consideration of 
the influences created by the expendi- 
ture of funds raised by the corporate 
income tax.'* A shift from the analysis 
of the impact and incidence of the tax 
in terms of value (price) and distri- 
bution theory to the aggregates of em- 
ployment and output (income) theory 
has been held to make the conclusions 


9 Ibid. 


10See H. M. Groves, Postwar Taxation and 
Economic Progress (New York: McGraw-Hill Book 
Co., Inc., 1946), pp. 27-30; B. Ruml, “ Fiscal Policy 
and Taxation,” Proceedings of the National Tax 
Association (1944), p. 169; O. Litterer, “Cor- 
porate Income Tax and Production,” Bulletin of the 
National Tax Association, XXXII (April, 1946), 
199-205. 


11 Goode, op. cit., pp. 40-58 ; C. Shoup, “ Incidence 
of the Corporate Income Tax: Capital Structure and 
Turnover Rates,” National Tax Journal, 1 (March, 
1948), 12-17. 


12 See M. S. Kendrick, “Public Expenditure: A 
Neglected Consideration in Tax Incidence Theory,” 
American Economic Review, XX (June, 1930), 226- 
30; A. de Viti de Marco, First Principles of Public 
Finance (translated by E. Marget; New York: Har- 
court, Brace and Co., n.d.); Black, op. cit. 
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depend on a new set of relationships.’* 

The opinions of businessmen on the 
incidence of the corporate income tax 
are also divided. The Colwyn Com- 
mittee found that British businessmen 
considered that the British income tax 
was shifted.** In response to a survey 
made in the United States by the Na- 
tional Industrial Conference Board in 
the late 1920’s, 128 firms said that the 
tax was shifted, while 449 firms said 
that it was not shifted.’* In a more re- 
cent survey by the Board, business ex- 
ecutives were asked whether the corpo- 
rate income tax had a “conscious in- 
fluence ” on their price policies. Fifty- 
eight answered “yes,” 162 answered 
no.”7® Apparently in the United 
States the majority business opinion is 
that the tax is not shifted. There is no 
unanimity in this view however. The 
opposite opinion has been expressed with 
definiteness and conviction.** 

It is the purpose of this paper to re- 
duce the uncertainty about the nature 
and effects of the corporate income tax. 
Primarily, it seeks to identify the eco- 
nomic nature of the elements upon 
which the corporate tax is levied. This 


13 See Goode, op. cit.; O. von Mering, The Shift- 
ing and Incidence of Taxation (Philadelphia: Blakis- 
ton Co., 1942), pp. 196-200. 


14 Report of the Committee on National Debt and 
Taxation (London: H. M. Stationery Office, 1927). 


15 The Shifting and Effects of the Federal Cor- 
poration Income Tax, Vol. I (New York: National 
Industrial Conference Board, Inc., 1928), pp. 153-57. 


16 Effects of Taxes upon Corporate Policy (New 
York: National Industrial Conference Board, Inc., 
1943), pp. 57-62, 98-100. 


17 The complaint that corporate income is sub- 
ject to double taxation rests upon the implicit as- 
sumption that the tax is on “income” and not 


shifted. 


| Vou, I 


provides a basis for the analysis of the 
incidence and effects of the tax within 
the framework of partial equilibrium 
analysis. The implications of newer as- 
pects of incidence theory are briefly 
indicated. 


ECONOMIC ANALYSIS OF CORPORATE 
ACCOUNTING NET INCOME 


Statutory corporate net income is 
based on accounting net income. The 
presentation of accounting net income 
involves difficult conceptual problems 
which have not been satisfactorily 
solved. Identification of the accounting 
frame of reference and associated prob- 
lems related to the treatment of non- 
contractual expenses involve complex 
issues. In addition, a host of valuation 
problems must be dealt with. 

The balance in the income statement 
upon which the definition of statutory 
corporate net income is based is “ in- 
come available to preferred and com- 
mon stockholders.” This balance may 
be referred to conveniently as account- 
ing “net income” although this does 
not reflect unanimity in usage among 
accountants. 


Imputed Costs 


Accounting “net income” is a con- 
glomerate of economic factor returns. 
This should not be surprising, since any 
type of income return is likely to repre- 
sent a combination of types of economic 
distributive shares. Corporate “‘ net in- 
come” is almost certain to represent 4 
mixture of economic elements because 
of the accounting convention of non- 
imputation of costs whose amounts are 
not determined by contract with an 
outside party. The nature of these 
costs is illustrated by Table 1. The 
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of the TABLE 1* 
within Net INCOME BEFORE AND AFTER DepucTION or [MPUTED EXPENSES 
brium Case IV: 
ver as- Case I: Corporation 
briefly Corporation Case IT: Case III: owns plant; 
owns plant; Corporation Corporation borrowings; 
Item short-term ownsplant; rentsplant; owner-managers 
and long- noborrow- noborrow- donotreceive 
RATE ; term ings ings full economic 
borrowing value of their 
services 
me is 
A. Plant (and equipment), net ... $100,000 $100000- eae $100,000 
The Other assets ...........c0see00e 200,000 200,000 + ~—»-_-$200,000 200,000 
ncome eer eee $300,000 $300,000 $200,000 $300,000 ‘ 
oblems Notes payable at 2% .......... Cie 0 =: SR ee bee $ 20,000 
ctorily Misc. liabilities ............... 30,000 $ 30,000 $ 30,000 30,000 
. Funded debt at 4% ........... | I ee er eee 50,000 
uNntINg Common stock .............+.+ 200,000 270,000 170,000 200,000 
prob- Total claims on assets ....... $300,000 $300,000 $200,000 $300,000 
f non- B. Net sales plus other income ... $201,000 $201,000 $200,500 $201,200 
ymplex C. Total expenses except items de- 
uation Oe es ee eee $154,600 $154,600 $154,600 $154,600 
Pe “TOME” cdivceckocsst. . ne ae Me cc f See 
Depreciation on plant ....... 5,000 |  eeeeen 5,000 
-ement Real estate and property taxes 2,000 BS Pa aie 2,000 
Maintenance of building® ... 10,000 ERR EER pt 10,000 
tutory MOONE OF Reins 6c 0 ccaaeeoks a 0tf Gg 2,400 
; “in- worec, aplarias ......<twedess. 10,000 10,000 10,000 7,000 
come DE se auh seinen Obi aie ain $ 29,400 $ 27,000 $ 35,000 $ 26,400 
eee GROOMOED... on. cccccccosess $184,000 $181,600 $189,600 $181,000 
- may 4 é 
D. Apparent net income before in- 
count- come taxes® .............. a $ 17,000 $ 19,400 $ 10,900 $ 20,200 
is does E. Imputed expenses: 
among 1. “Rent” less expenses of 
plant ownership® ...... 2,950 Sf) ae 2,900 
2. Interest on net amount in- 
vested in plante ....... 3,050 GIO Sele 3,100 
3. Interest on common stock— 
partial imputation at 
a con- ncn nk tied mnenioe 3,750 4,250 4,250 3,750 
eturns. 4. Interest on common stock— 
risk differential® ....... 5,400 5,440 5,100 5,550 
ice any m. merooutive enlaries ®....65.. 5. neceeems ° eee ee 3,000 
-repre- Total imputed expenses $ 15,150 $ 17,690 $ 9,350 $ 18,300 
ynomic F. Net income before income taxes 
. after deduction of imputed 
net in- SNES. 5 ARCA Rs ses $ 1,850 $ 1,710 $ 1,550 $ 1,900 
esent 4 
ca *The form of this table is adapted from M. E. Peloubet, “Are Profits Necessary?” 
f non- | Accounting Review, XXII (April, 1947), 141-46. 
nts are *“ Maintenance of building” includes all expenses of owning the building other than de- 
ith an preciation, taxes, and interest. 
> these >“ Interest” includes interest on $20,000 of notes payable at 2 per cent and $50,000 of 
_ The | funded debt at 4 per cent in cases I and IV. 
¢This item is frequently, but erroneously, called the “profit” of the corporation. 
[Footnotes continued on p. 304] 
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magnitudes in the table are patterned gregate data from corporation income 
after the proportions derived from ag- tax returns with balance sheets in 


———————_, 





4 Commercial “ rent” less all expenses of plant ownership equals economic rent. Expenses 
of plant ownership are as follows: 











Case I Case II Case IV 
Depreciation ............. $ 5,000 $ 5,000 $ 5,000 
ON era 2,000 2,000 2,000 
Maintenance ............. 10,000 10,000 10,000 
Interest on funded debt ... ee Saas 2,000 
Imputed interest on portion 
of common stock ....... 3,050 5,500 3,100 
ee ame Pee ee $22,050 $22,500 $22,100 














Interest on funded debt: 
Cases I, IV—4% of $50,000 equals $2,000 
Case II—no funded debt 


Imputed interest on portion of common stock: 











Case I—25% of $50,000 equals $1,250 Case IV—2.5% of $50,000 equals $1,250 
3.6% of $50,000 equals 1,800 3.7% of $50,000 equals 1,850 
$3,050 $3,100 
Case II—2.5% of $100,000 equals $2,500 
3.0% of $100,000 equals 3,000 
$5,500 
Summary calculation of economic rent: 
Case I Case II Case IV 
Estimated commercial rent $25,000 $25,000 $25,000 
Less: Total expenses of 
plant ownership ........ 22,050 22,500 22,100 
Economic rent ........... $ 2,950 $ 2,500 $ 2,900 




















e“ Interest on plant” is computed on the equity capital invested in net plant on the assump 
tion that the sources of the $100,000 invested in net plant are funded debt of $50,000 and com 
mon stock of $50,000. (The remaining debt and equity are assumed to be working capital.) 
This item equals the amount of imputed interest on common stock used in the calculation of 
economic rent in footnote d. 


f This imputation is at the approximate yield on long-term Government bonds, 2.5 per cent. 
The rate is applied to the amount of common stock under part A of the table, less the amount 
considered in making the separate deduction explained under item 2 of part E of the table. 

Cases I, IV—2.5% of $150,000 equals $3,750 
Case II -—2.5% of $170,000 equals $4,250 
Case III  —2.5% of $170,000 equals $4,250 


& This imputation represents the application of the “appropriate” risk differential to the 
amounts used in footnotes e and f. If the riskiness of each situation is measured by the rela 
tive flexibility of the resulting financial structure, the cases may be ranked in ascending 
of riskiness as follows: case III, case II, case I, case IV. The assumed risk differentials for each 
case are chosen with the same rank with arbitrarily chosen intervals. One could select the risk 
differentials to achieve a “net income after deduction of imputed expenses” that was equal it 
each case. However, this is an unrealistic procedure. The riskier financial structure will 
in net incomes larger than the less risky structures if results of operations on the average ate 
as favorable as anticipated (and conversely). The examples here constructed are realistic 
that plausible situations are reflected. 
Case IITI—3.0% of $170,000 equals $5,100 
Case II—3.2% of $170,000 equals $5,440 
Case I—3.6% of $150,000 equals $5,400 
Case IV—3.7% of $150,000 equals $5,550 


h This amount is arbitrarily assumed, but reference to actual cases will demonstrate that 
it is realistic. 
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1942.'° By applying appropriate multi- 
pliers, the data in the table can be trans- 
formed into amounts which would be 
representative for the aggregate of cor- 
porations or fora particular corporation. 


The “ apparent net income before in- 
come taxes,” the item upon which 
statutory corporate net income is based, 
is shown under four sets of assumptions. 
Apparent net income varies consider- 
ably under different assumptions of the 
contractual bases under which factors 
of production are hired. Net income 
under assumption IV is almost double 
that under assumption III. Howevzr, 
the net incomes after appropriate im- 
putations are more nearly equal. 

In case I, the corporation owns its 
plant and uses both short-term and 
long-term borrowings. Apparent net 
income before taxes is $17,000. How- 
ever, this balance is before deduction of 
some implicit costs. Table footnote d 
illustrates the basis for the computation 
of economic rent of $2,950. Under 
the assumptions described by table foot- 
note e an interest cost of $3,050 aris- 
ing out of ownership of plant, in addi- 
tion to the amounts explicitly deducted 
as an expense in part B of the table and 
in the calculation of economic rent, 
should be deducted from apparent net 
income. The next two items of im- 
puted expenses are imputed interest on 
common stock to the extent of $150,000, 
$50,000 having already been used in 
E,2. First, partial imputation at a rate 
of interest approximating the average 
rate over a long period of years on long- 
term, taxable Government bonds is per- 
formed. Second, a component repre- 
sented by an “appropriate” risk dif- 


18 Statistics of Income for 1942, Part 2, pp. 
200-01. 
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ferential is levied. In the example this 
differential is arbitrarily chosen since 
the full complex of facts of the case 
necessary for substantiating any specific 
differential is not presented. In a prac- 
tical situation some guides which would 
enable the analyst, exercising judgment, 
to approximate this differential realis- 
tically would be: (1) the yield on the 
company’s long-term borrowing from 
banks, (2) the yield on the company’s 
funded debt, (3) average yield on the 
company’s common stock over an “ ap- 
propriate” period of time, (4) the 
yield on long-term borrowings of 
“* similar ” companies in “ similar” in- 
dustries. Total imputed expenses in 
case I are $15,150. Apparent net in- 
come less imputed expenses is $1,850.” 

Case II differs from case I in that the 
corporation secures all of its funds 
through the sale of common stock, re- 
sorting to no borrowing. This results 
in a decrease in explicit expenses of 
$2,400, the interest on short-term bor- 
rowings and funded debt of case I. 
Hence apparent net income is $19,400, 
which is $2,400 more than net income 
under the first assumptions. Imputed 
expenses are $2,540 larger, since the 
equity funds used to replace the borrow- 
ing bear higher nominal rates of interest. 
Net income after imputations is, there- 
fore, lower by $140. 

Case III modifies case II in that the 
firm rents its plant instead of owning it. 
This results in two major changes. First, 
the economic rent, which was imputed 
in the two previous examples, is now an 


19 In a specific case this residual amount might be 
zero or negative. The choice of a positive amount 
in this example reflects the general tendency always 
to think of net income as positive. It is worthy of 
emphasis that a negative net income is consistent with 
positive income returns to sellers of all types of pro- 
ductive factors. 
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explicit cost included in commercial 
rent.” Second, the imputed interest on 
the net amount invested in plant is now 
included in commercial rent. Explicit 
expenses are therefore larger by $8,000 
than in case II, whereas implicit ex- 
penses are smaller by $8,340. Apparent 
net income is therefore $8,000 lower 
than in the previous case. Net income 
after imputations is $160 smaller than 
in case II. 

Case IV drops the assumptions of 
cases II and III, modifying case I in the 
respect that the owner-managers do not 
receive in salaries the full economic value 
of their services. Explicit expenses are 
reduced by $3,000; apparent net in- 
come and imputed expenses are increased 
by the same amount. The results are 
identical with case I except for a slight 
difference in the assumed risk compo- 
nent of the interest rate on common 
stock. 

This extended example demonstrates 
that accounting measures of net income 
may include considerable amounts of 
economic costs. Since noncontractual 
costs are usually economic costs, it may 
be presumed that accounting net in- 
come and net income as defined under 
the corporate income tax typically in- 
clude substantial elements of economic 
cost. 


Valuation Procedures 


In addition to the nonrecognition of 
implicit costs, the accounting measure of 
net income may differ from the eco- 
nomic measure as a consequence of the 
valuation procedures used in account- 


20 Economic rent could exist under a long-term 
rental contract where the current value of rental ex- 
ceedec: the contractual rental. Of course, economic 
rent could be negative. 
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ing practice. The fundamental prin- 
ciple of accounting procedure is valua- 
tion of the basis of historical cost.** A 
variation of this doctrine is that ac- 
counting presents historical costs but 
does not provide valuations. In a dis- 
cussion of this issue Littleton concludes 
that “value” should “be a term hon- 
ored by complete omission from state- 
ments of accounting principles.” ** The 
historical-cost doctrine is modified by 
the rule of conservatism which provides 
that when current cost is less than his- 
torical cost, recognition of cost decline 
shall be made. 

Similarly, the general practice is not 
to present goodwill on the balance sheet 
unless it has been purchased at a cost. 
If it is purchased at a cost and recorded, 
it is “ written off ” as soon as earnings 
permit.”*> This procedure is based on 
the assumption that intangible values 
are usually unreal or evanescent. De- 
monstrable evidence of the validity of 
the assumption is lacking. 


Differences Between Accounting and 
Economic Costs 


The items specified are the major areas 
of divergence between accounting and 


21See statements of accounting principles formue 
lated by the American Accounting Association im 
Accounting Review, June, 1936, pp. 187-91; Jung 
1941, pp. 133-39; October, 1948, pp. 339-44; Janu- 
ary, 1949, pp. 44-60. Also T. H. Sanders, H. R 
Hatfield, and U. Moore, A Statement of Accounting 
Principles (New York: American Institute of Ac 
counting, 1938). 


22 A. C. Littleton, ‘* The Relation of Function te 
Principles,” Accounting Review, XIII (September, 
1938), 239. See also G. R. Byrne, “To What Ex- 
tent Can the Practice of Accounting Be Reduced to 
Rules and Standards?” Journal of Accountancy, 
LXIV (November, 1937), 372. 


23M. B. Daniels, Financial Statements (Chicago: 
American Accounting Association, 1939), p. 185. 
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economic principles of measuring in- 
come. Income accounting regulations 
which define income for tax purposes 
diverge from “ recognized accounting 
principles” at many points.** Diver- 
gencies of this type, however, result in 
differences in detail. This paper will deal 
only with the broad areas of difference. 

Because of differences between ac- 
counting and economic principles of 
measuring costs, accounting measures of 
net income do not provide data suit- 
able for use when measures of economic 
net income are required. In periods of 
changing price levels or technological 
changes in the economic structure, the 
use of historical costs in measuring cur- 
rent net income may cause accounting 
“net income” to include capital gains 
or losses of previous periods or to con- 
tain elements representing capital de- 
pletion. 

Traditional accounting classification 
of costs and nonimputation of most 
types of noncontractual costs results 
in accounting measures of net income 
which represent a conglomerate of 
types of economic returns. The eco- 
nomic content of accounting net in- 
come in a given case depends upon the 
pattern of ownership of the firm, the 
nature of compensation arrangements 
for major owners and executives, and 
the extent to which the firm owns or 
rents plant and equipment. In large- 
scale corporate enterprises with widely 
diffuse ownership, the major economic 
component of accounting net income is 
4 noncontractual interest return on the 


24. J. Gaa, The Federal Income Tax Concept of 
Corporation Income (Urbana, Ill., 1940); Paul D. 
Seghers, “Tax Accounting Compared with Recog- 
nized Accounting Principles,” National Tax Journal, 
I (December, 1948), 341-52. 
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invested capital of preferred and com- 
mon stockholders. There may also be 
an element of rent on owned resources. 

The “ reward for bearing of uninsur- 
able risks,” *° referred to by Goode, is 
properly included in the interest return. 
It is a factor cost which is usually an 
indistinguishable and inseparable com- 
ponent of wage, interest, or rent returns. 
It is one among the many influences on 
the demand for and supply of factors 
of production. The joint effect of all 
of the influences are reflected in the re- 
sulting wage, interest, or rent returns. 
The influence of the risk element on 
normal returns may be estimated con- 
ceptually by comparing returns for fac- 
tors where all conditions except the risk 
factor are identical. This was the basis 
on which the “pure” interest and 
“risk ” components were separated in 
Table 1. The influence of risk may re- 
sult in a risk premium or risk discount, 
depending upon whether there is a risk 
aversion or risk preference. 

In small concerns, with closely 
held ownership, executive compensation 
policies may vary with living-expenses 
needs of the major owner-managers, 
the capital needs of the business, and 
tax-minimizing objectives of owner- 
managers. 

To summarize, accounting net income 
may include the following types of eco- 
nomic factor returns: noncontractual 
interest on capital, return of capital, 
capital gains and losses, economic rent 
or quasi-rent, and wage returns. In 
order to set out clearly the nature of the 
economic elements contained in ac- 
counting net income, the categories 
specified will now be illustrated in tra- 
ditional cost and sale curves. 


25 Goode, op. cit., p. 49. 
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NATURE OF THE CORPORATE NET 
INCOME TAX 


Short-Period Analysis 


Quantitatively, the most important 
element of economic cost in accounting 
net income that is subject to the corpo- 
rate net income tax is probably a non- 
contractual interest return. This paper 
. will restrict itself to an analysis of the 
effects of taxing this element of cost in 
the corporate net income. This case 
provides the clearest illustration of the 
princi: le involved and enables the argu- 
ment to be established on the most 
general terms, avoiding any narrow or 
special assumptions. 

Fig. 1 illustrates the inclusion of non- 
contractual interest, in accounting net 
income. Noncontractual interest is as- 
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not make it possible to distinguish be- 
tween direct expenses and indirect ex- 
penses, it is assumed for this diagram 
that fixed expenses, excluding noncon- 
tractual interest, are $40,000. Total 
fixed expenses therefore, would be 
$50,000, as indicated in Fig. 1. SAFC 
represents average fixed costs not in- 
cluding noncontractual interest. SAFC’ 
represents average fixed costs including 
noncontractual interest. When these 
two curves are added to SAVC, the 
average variable costs curve, the result- 
ing curves are respectively SAC, which 
is average unit costs not including non- 
contractual interest, and SAC’, which is 
average unit cost including noncon- 
tractual interest. The relationships of 
these curves are illustrated in Fig. 1. 
Fig. 1 illustrates the case where there 
is zero economic net receipts. The firm 
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is in both short-run and long-run equi- 
librium according to traditional eco- 
nomic analysis. However, accounting 


sumed to be the amount portrayed by 
case III of Table 1, approximately 
$10,000. Since the data of Table 1 do 
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net income, the base against which the 
corporate income tax is levied, would 
indicate net receipts of vs per unit, a 
total of sv times OM, or $10,000. This 
of course is the amount of the noncon- 
tractual interest which is an element of 
economic cost, but under the income 
tax law is not recognized as a cost. 
This diagram also illustrates the mean- 
ing of the frequently used phrase, “aver- 
age cost including normal profit.” Cor- 
rectly interpreted, it signifies that all of 
the elements of cost include appropriate 
risk differentials. For example, in the 
illustration portrayed by Table 1, the 
pure interest element in the return to 
common stock was approximated by the 
yield on long-term Government bonds 
and was designated for convenience as 
2.5 per cent. The nominal risk differ- 
ential was assumed to be between 3.0 
per cent and 3.7 per cent, varying as 
the financial structure of the firm made 
appropriate a larger or smaller risk dif- 
ferential. Profit in the economic sense 
does not exist at all in the data as il- 
lustrated by Fig. 1. Profit in the eco- 
nomic sense would emerge if payments 
to factors by the firm were based on the 
expectation that the conditions por- 
trayed by Fig. 1 would be stable over 
time, and the returns actually realized 
proved to be better than those indicated 
by the diagram. Conversely, if results 
were actually worse than indicated by 
expected conditions exhibited in Fig. 1, 
the noncontractual income receivers 
would secure negative profit or losses. 
The example was chosen to illustrate 
that the corporate income tax would be 
levied even in the case where there were 
no economic net recipts. Total costs 


of the firm in an accounting sense would 
be vM times OM. ‘The amount by 


* 
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which total receipts exceeded this sum 
would be subject to the corporate in- 
come tax. In this specific case, assum- 
ing a corporate income tax of 40 per 
cent, the firm would have a tax of 
$4,000 to pay. The tax is levied upon 
an element of fixed cost at a fixed per- 
centage rate and is, therefore, an addi- 
tional element of fixed costs. 

The short-run average cost curve, 
including noncontractual interest and 
the corporate income tax, now lies above 
the average revenue curve. If all ele- 
ments of cost are taken into consider- 
ation, the firm is operating at a loss. 
The total amount available to the com- 
mon stockholders after taxes is, there- 
fore, now $6,000, not $10,000. The 
$10,000 figure represents the return 
which the common stockholders could 
have earned on their investment in out- 
lets of similar degree of risk. 

The above illustration demonstrates 
clearly that the corporate income tax is 
a tax on cost and is itself an element of 
cost. It indicates that the effect of the 
corporate income tax in the short period 
is to reduce the return on investment. 

The actual amount of the tax paid 
is a function of the extent to which 
total receipts of the firm cover total ex- 
penses, including fixed expenses. There 
are three alternatives to consider: (1) 
If total receipts equal (but do not ex- 
ceed) total contractual (direct and 
fixed) costs, accounting net income 
is zero and the corporate net income 
tax is zero. (2) If total receipts ex- 
ceed total costs (contractual and im- 
puted), economic net receipts are posi- 
tive but are less than accounting net re- 
ceipts by the extent of noncontractual 
costs. The corporate net income tax in 
this case is levied on the full amount of 
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noncontractual (economic) costs. (3) 
If total receipts exceed total contractual 
costs but are less than total costs (in- 
cluding imputed costs), economic net 
receipts are negative, but a tax is levied 
on the noncontractual costs which, un- 
der traditional accounting procedures, 
are reported as net income. In this 
case, the extent to which the corporate 
net income tax is a tax on costs is a 
function of the amount of reported ac- 
counting net income, up to the full 
amount of noncontractual costs. This 
is the explanation for the apparent para- 
dox that, although the corporate net in- 
come tax may be levied on an element 
of fixed (economic) cost, the amount 
of the economic cost that is taxed may 
vary from zero to the full amount of 
noncontractual costs. It is zero when 
total receipts cover only contractual 
costs. The full amount of noncontrac- 
tual costs is subject to tax when total 
receipts cover all costs, contractual and 
noncontractual. 

However, there are a large number of 
firms reporting no net income in the ac- 
counting sense. Deficit corporations, 
during the 1920’s, were about 40 per 
cent of companies reporting. During 
the 1930’s, about two-thirds of the re- 
porting corporations were no-net-in- 
come or deficit corporations. Even 
since 1943, the percentage of no-net- 
income and deficit corporations has rep- 
resented some 25 per cent to 30 per cent 
of reporting corporations.** It may be 
argued that the competition of these 
corporations that pay no tax will pre- 
vent the firms that do pay a tax from 
shifting it. 

Reference to Fig. 2 will illustrate the 
invalidity of this argument. The sales 


26 Statistics of Income, annual volumes. 
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curve or industry price facing the firm 
is established by the intersection of the 
industry supply curve and the industry 
demand curve. The industry supply 
curve is the horizontal summation of 
the short-run marginal cost curves of 
the individual firms. Hence the indus. 
try short-run supply conditions are a 
function of the marginal cost curves of 
the firms of the industry. 

The industry price having been estab- 
lished, firms can operate to cover all 
average costs only if average costs are 
no higher at any point than SAC, 
Firms reporting no net income in the 
accounting sense must, therefore, have 
had a level of costs such that the SAC 
curve, the curve of average costs not 
including average fixed costs of noncon- 
tractual interest, was as high as, or higher 
than, the SAC’ curve, at corresponding 
outputs, of firms reporting some net in- 
come in an accounting sense. These 
firms are submarginal firms. In the 
long run they will withdraw from the 
industry; the industry supply curve will 
therefore be shifted to the left, result- 
ing in a newand higher industry price.” 
This illustrates that even though there 
may be a large number of firms report- 
ing no net income, in the accounting 
sense, who sell their products in com- 
petition with firms reporting income in 
the accounting sense, the corporate net 
income tax is still likely to be shifted, 
at least in part, in the form of higher 
prices under the assumptions of the 
specific diagrams we have used to illus- 
trate these points. 


27 For the long period, the curves referred to a 
short-run curves must be considered long-run curves. 
The level of the minimum points of the long-run 
average cost curves, including rents, of all firms will 
be equal. However, the rents of the submarginal 
firms are negative. This accounts for their with 


drawal “ during the long run.” 
‘ 
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“ae age cost curve is the envelope of a family 
in curves of short-run average cost curves. Since 7 At this — —— “ the “— and 
long-run : . total cost curves for the long run and short 
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“Doctrines of Imperfect Competition,” Quarterly 
v . 
elope of the curves would be corres Journal of Economics, XLVIII (May, 1934], 452- 
pondingly raised. 53). 
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The foregoing analysis demonstrates 
the cost character of elements of the 
corporate net income tax base. It 
clearly shows the invalidity of the 
traditional doctrine that the elements of 
cost included in the tax base do not 
exist for the marginal firms and that 
for this reason the tax cannot affect 
prices or wages. However, there re- 
mains for investigation the possibility 
that the corporate net income tax may 
not affect prices or wages for other 
reasons. 


INCIDENCE AND EFFECTS OF THE 
CORPORATE NET INCOME TAX 


General vs. Partial Tax 


The corporate income tax, upon first 
consideration, seems to be a partial tax 
since it is levied only on the return from 
capital employed in corporate enterprise. 
However, there is no avenue of com- 
plete escape from tax on the return from 
capital. If the corporate form is aban- 
doned, income from capital employed in 
a partnership or single proprietorship 
is taxed as personal income. Thus in- 
come from the return on capital may 
be taxed as corporate income or may be 
taxed as personal income. The vary- 
ing individual circumstances of par- 
ticular taxpayers may make it advan- 
tageous in some cases to utilize the cor- 
porate form of business organization, in 
other cases to use alternative forms. 
The corporate income tax, therefore, 
may be regarded as a general tax on the 
return from capital. 

Since the cost element in statutory 
net income is entirely noncontractual 
costs, the tax on cost elements could be 
avoided by conversion of noncontrac- 
tual costs into contractual costs. Un- 
deniably, the corporate income tax en- 
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courages debt financing rather than 
equity financing, but probably is not al- 
ways a dominant factor in the decision, 
Financial traditions of proper debt- 
equity ratios and management prudence 
would stop the conversion of noncon- 
tractual costs into contractual costs far 
short of complete realization. 


Short-Period Analysis 


If the tax affects elements of fixed 
cost only, under competitive conditions 
there will be no effects on output and 
price in the short period, since the mar- 
ginal curves, which determine price, are 
not affected. However, the imposition 
of, or an increase in, a corporate net 
income tax might result in a higher 
industry price, under oligopolistic con- 
ditions. The firms in the industry may 
be unable to ascertain precisely what 
their net revenue and their marginal 
revenue and marginal cost curves are. 
Because of lack of knowledge of the 
marginal curves, the firms in the indus- 
try may be following a pricing policy 
based on the full-cost policy as described 
in the Oxford studies.2® The full-cost 
policy is to take prime cost per unit of 
output as the base; a percentage addi- 
tion is made to cover overhead; to this 
“* full cost ” is added some per cent for 
“ profit.” If the full-cost price policy 
is followed, and the corporate net in- 
come tax is regarded as a cost, as it is 
viewed by many businessmen, then the 
imposition or increase of such a tax 
would result in an increase of “ costs” 
and consequently an increase in the in- 
dustry price. Under these conditions, 


29R. L. Hall and C. J. Hitch, “ Price Theory and 
Business Behavior,” Oxford Economic Papers, Mays 
1939, pp. 12-45. Cf. also W. Fellner, ‘ Average 
Cost Pricing and the Theory of Uncertainty,” 
Journal of Political Economy, LVI (June, 1948), 
249-52. 
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therefore, the corporate income tax 
would lead to an increase in industry 
price, even in the short period. 

Furthermore, in the short period, any 
nontransferable factors may absorb 
much of the tax effect, so that there 
may be backward shifting. 


Long-Period Analysis 


In the long period, the long-run mar- 
ginal cost curve is affected. Hence 
scale of plant, output, price, proportions 
of factors used, prices of factors and 
prices of products may change. These 
effects will take place under any type 
of market structure assumed. How- 
ever, the exact degree and proportion 
of the effects will depend upon the na- 
ture of specific situations. Since the 
detailed information required for meas- 
urement of effects is never available, the 
relative extent to which the tax finally 
results in reduced returns to stockhold- 
ers, higher prices, or lower wages can- 
not be set forth quantitatively. 

Shoup has suggested that the inci- 
dence of the corporate income tax de- 
pends upon “(1) the rate of the tax, 
(2) the capital structure of the corpo- 
ration, and (3) the nature of the indus- 
try with respect to the normal speed of 
turnover of assets.” *° Depending on 
these variables, the tax “‘ will have no 
effect, a decided effect, or an uncertain 
effect” *1 on prices. His conclusions 
are misleading, since he implies that the 
magnitudes of the variables he cites will 
determine whether the tax is shifted or 
not. However, under Shoup’s assump- 
tions that the tax is on an element of 
cost and that the time period is the long 


80. Shoup, of cit., p. 12. 
81 Ibid. 


INCIDENCE OF THE CORPORATE INCOME TAX 313 


period, the magnitude of the variables 
he analyzes provide an indication of the 
extent to which the tax increases costs. 
Accordingly, his proposition should be 
amended as follows: Depending on these 
variables, the tax will increase costs by 
a small amount or a large amount; its 
effects may be correspondingly small or 
large. In either case, a quantitative 
measure of the effects is not likely to be 
possible of achievement and, therefore, 
the relative burdens on final bezcers of 
the tax may be uncertain. 


The Corporate Net Income Tax as 
an Excess Profits Tax 


It is of significance also to observe 
that in a very practical sense an ordi- 
nary corporate income tax levied at a 
fixed (proportional) percentage of a 
firm’s net income is inevitably an excess 
profit tax. It has been shown that ac- 
counting net income under conditions 
where there are no economic profits rer- 
resents in the main noncontractual in- 
terest income on invested capital. For 
two firms with the same amount of in- 
vested capital, but operating under con- 
ditions of differences in risk, the con- 
tractual interest returns in the case of a 
firm operating under more risky con- 
ditions will, if there is risk aversion, 
contain a larger element of nominal risk 
premium. In the example used earlier, 
if the risk premium had been larger, 
the amount of noncontractual interest 
might have been, e. g., $12,000 instead 
of $10,000. The corporate net income 
tax in the second case would, therefore, 
have been $4,800 instead of $4,000. 

The firm operating under conditions 
of greater risk is subjected to a higher 
amount of tax than a firm operating 
under conditions of a smaller amount of 
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risk. The firm operating under condi- 
tions of greater risk is, therefore, sub- 
ject to a higher effective rate of tax. 
A larger amount of income is taken by 
the proportional income tax, and the 
difference between the required yield to 
the investor and the yield actually avail- 
able to the investor in the case of the 
greater risk firm is larger. The effect 
is similar to that of an excess profits tax, 
contrived to penalize risky endeavors.*” 


SOME NEW ASPECTS OF INCIDENCE 
THEORY 


Newer viewpoints on incidence theory 
have cast further doubt on traditional 
incidence doctrines. One reorientation 
of incidence theory has emphasized con- 
sideration of the effects of government 
expenditures of the funds raised by 
particular taxes. This view stresses the 
demand side of the effects of taxes 
rather than the traditional emphasis on 
the cost side.** The merit of this em- 
phasis is that it provides a balanced per- 
spective for some types of analysis. 
However, explicit consideration of the 
expenditure effects is unnecessary for 
comparing alternative types of taxes. 
In making a comparison of this type, 
the level and pattern of government ex- 
penditures may be regarded as an ex- 
ogenous factor. Alternative types of 
taxes may then be evaluated on the basis 
of their incidence and effects, consid- 
ered apart from the expenditures in- 
fluence. 


82 The proportional corporate income tax dis- 
criminates against firms operating under more risky 
conditions also by reducing the expected value of 
yields from a contemplated investment. For a clear 
illustration see J. K. Butters and J. Lintner, Effect 
of Federal Taxes on Growing Enterprises (Boston: 
Harvard University, 1945), pp. 33-35. 


33 Cf. A. de Viti de Marco, op. cit., pp. 149-59; 
Black, op. cit., chap. iv. 
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Another more recent emphasis is the 
attempt to integrate incidence theory 
with the theory of income and employ. 
ment. The older incidence doctrine 
were discussed under the implicit as. 
sumptions of full employment of fac 
tors and constant aggregate demand.® 
Goode constructs five models to illus 
trate possible effects of a corporate in 
come tax on aggregate income and 
demand. In two of the models, an 
expansionary effect is portrayed. Thex 
cases may result in price rises if the 
economy had been near full employ- 
ment or if important bottlenecks existed, 
One example illustrates a deflationary 
influence, which is likely to be associated 
with a decline in prices. In the other 
two examples expenditures for gross na 
tional product are assumed to be equal 
to incomes disposable from gross national 
product, ex ante. Each of these thre 
alternative influences on aggregate de 
mand is illustrated under the situation 
in which aggregate investment decline 
as a consequence of the corporate in- 
come tax. This is the result which fol- 
lows from the assumptions of traditional 
incidence theory. However, Goode’ 
examples demonstrate that the effect on 
aggregate demand may be inflationary, 
deflationary, or neutral, depending upon 
whether aggregate savings are reduced 
by an extent greater than, smaller than, 
or equal to the extent of the decreas 
in aggregate investment. 

Goode concludes that because of the 
wide range of possible effects of the tax 
on aggregate demand, it is not possible 
to state with confidence that the tax 
will have the result predicted by tre 
ditional incidence theory, but that the 


84 Goode, op. cif., p. 51. 
35 [bid., pp. 52-55. 
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greatest likelihood is that the corporate 
income tax will have a deflationary in- 
flence on prices. 

While Goode’s analysis reveals some 
important new relationships, it is com- 
plementary with traditional incidence 
theory rather than a negation of it. 
Consideration of the influence of the 
corporate income tax on aggregate de- 
mand may be unnecessary under the 
assumption that the corporate income 
tax replaces another tax of the same in- 
fluence on aggregate consumption, in- 
vestment, and saving. If this assump- 
tion is made, the influence of the tax 
on allocation of resources and distribu- 
tion of income, the subject matter of 
traditional incidence theory, is isolated. 
On the other hand, for some policy 
problems, the major consideration may 
be the effect of alternative taxes on 
aggregate demand. Both types of 
analysis are, therefore, necessary and 
useful, 


It should be pointed out also that if 
aggregate influences are taken into ac- 
count, then it is not possible to general- 
ize about the effects of any type of tax 
—sales taxes, payroll taxes, land taxes, 
etc.*® Any type of tax whose magni- 
tude and generality make it likely to 
have considerable influence on aggregate 
consumption, investment, and saving 


36 Further, in the long run, any tax is likely to be 
shifted at least in part. The individual income tax, 
for example, may influence choices of occupations 
(regular vs. irregular income, risky vs. less-risky, 
determination of ratio of leisure to productive effort, 
ete.), 
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may be found to have a possible net 
inflationary, deflationary, or neutral in- 
fluence when analyzed in alternative 
macroeconomic models. This suggests 
again that a tax must be evaluated by 
comparison with alternative types of 
taxes. The comparison is necessary at 
two levels—the microeconomic and the 
macroeconomic. Both the allocative, 
distributive influences of the tax and the 
effects on aggregate demand require 
analysis. 


CONCLUSIONS 


This paper has demonstrated that ac- 
counting net income on which the cor- 
porate net income tax is levied includes 
elements of economic cost. The ele- 
ment which is of major significance, 
probably, is the noncontractual interest 
return on invested capital. Since this 
is a fixed cost, the corporate net in- 
come tax is levied on a fixed cost and 
itself represents an element of fixed cost. 
In the short period, the tax is not shifted 
under assumptions of competitive con- 
ditions, but may be shifted in an oli- 
gopolistic market. In the long period, 
the presumption indicated is that the 
tax is shifted. If tax incidence is de- 
fined as the effect of the tax in the 
short run and tax effects are defined as 
the consequences of the tax in the long 
run, it may be said that the incidence 
of the tax is on the common stockholder, 
but its effects may also be on workers in 
the form of lower wages and on the 
consumer of the product in the form of 
higher“prices. 














WEALTH ESTIMATES AS AFFECTED BY 
AUDIT OF ESTATE TAX RETURNS 


C. LOWELL HARRISS * 


AX RECORDS constitute a major 

source of information about the 
amount of the nation’s wealth and 
about the way its ownership is distrib- 
uted. Tax data also play a key role in 
estimating the nation’s income and its 
distribution. Unfortunately, however, 
figures used for tax purposes are some- 
times highly misleading when adopted 
for other uses. The unreliability of 
property tax valuations for most non- 
tax purposes is an old story. Income 
tax data have deficiencies, weaknesses, 
and limitations which are by no means 
unrecorded. Yet the data are widely 
used for the analysis of nontax prob- 
lems because no better figures are avail- 
able. Much less use has been made of 
estate and inheritance tax data. This 
lack of use has undoubtedly resulted 
from the absence of general interest in 
the problem for which these data are an 
unrivaled source of information. In- 
terest in problems of wealth is growing, 
however, and use of death tax statistics 
will doubtless increase. Yet these data 
have many weaknesses. The purpose 
of this article is to provide figures 
measuring one of the errors in published 
estate tax data. 


* The author is assistant professor of economics 
at Columbia University. This analysis is part of a 
study of death taxation which he is making under a 
grant from the Columbia Council for Research in 
the Social Sciences. Mr. Richard Selden assisted in 
the statistical computations. Any opinions ex- 
pressed are those of the author and not necessarily 
those of any organization with which he is associated. 


STATISTICAL DEFICIENCIES OF UN- 
AUDITED TAX DATA 


Published estate and income tax data 
are almost always the figures reported 
by taxpayers on their return. A bias is 
inevitable. The taxpayer has a good 
dollar-and-cents reason to understate 
the amount of his gross income, estate, 
or gift and to overstate his deductions. 
In deciding doubtful issues in his own 
favor, he runs little risk; the penalties 
are small except for fraud. He may 
profit nicely, either because his return 
is not audited or because he starts ne- 
gotiations with a stronger bargaining 
position. There is little reason to ex- 
pect an offsetting effect. Except in the 
rare case in which the taxpayer wants 
the rather generous rate of interest paid 
on tax refunds, there is no reason for 
him to overstate his tax.’ 

Certainly, the data tabulated from 
unaudited income and death tax returns 
are not what the law says should have 
been reported. The statistician and 
economist will know that the tax errors 
are biased in one direction rather than 
offsetting. The direction of the bias is 
clear. Determining the amounts is 
much more difficult. 

If the tax returns are audited, should 
not corrected figures become available? 
The auditing process generally requires 


1Errors resulting from ignorance or inaccurate 
computations should have no tendency, on balance, 
to overstate or to understate tax liability. 
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a minimum of from one to two years 
from the date the return is filed; ex- 
treme cases may take a decade or more. 
To hold up publication of information 
until a year’s returns are finally audited 
would involve serious loss of usefulness 
of the figures. Even if the extreme 
cases were eliminated, data would likely 
be almost a decade old if publication 
had to wait on completion of audit. 
Most users would doubtless rather get 
somewhat erroneous figures as promptly 
as possible than wait until the data 
reach the ultimate in accuracy. At 
least, that is the way the publication of 
Federal tax statistics is handled. 

The value of the unaudited data pub- 
lished from year to year would be en- 
hanced, however, by knowledge of the 
probable sources and amounts of error. 
For example, publication of the changes 
made by the audit of one year’s returns 
would provide a basis for estimating 
the errors of data available for other 
years. Unfortunately, we have almost 
no basic information on which to build 
statistical benchmarks? or which will 
suggest answers to related nonstatistical 
questions. However, a partial excep- 
tion exists with respect to estate tax 
data. 


Special Tabulations by the Bureau of 
Internal Revenue 


Special tabulations have been made of 
certain data from estate tax returns 


2The annual reports of the Commissioner of In- 
ternal Revenue show total deficiencies assessed and 
fefunds made each fiscal year. For various reasons 
the usefulness of these data is narrowly limited for 
the purposes of making adjustments of the type 
discussed in the text. The Bureau of Internal 
Revenue plans to study the effects of audit on a 
carefully selected sample of income tax returns for 
1948. See Marius Farioletti, “ The 1948 Audit Con- 
trol Program for Federal Individual Income Tax 


— National Tax Journal, II (June, 1949), 
42-50. 


closed during 1941. As each estate tax 
case is settled in the field, the facts of 
the settlement are sent to Washington. 
The special study was made from such 
records of the final settlement. One 
feature calls for special notice. Every 
estate tax return is examined by a 
trained agent, though field investiga- 
tions are not always made. The cover- 
age of audit, therefore, is complete in an 
important sense. In contrast, only a 
few of the many millions of income tax 
returns are reviewed for other than 
arithmetic accuracy. The figures tabu- 
lated, therefore, can safely be held to 
reflect the facts as finally decided for 
the entire universe of all reported es- 
tates. 


Inevitable Ambiguities and Limitations 


Yet, what really are these facts? 
What do the figures mean or show? 
For several reasons the answers to these 
questions are by no means clear. 

The amount shown as the total 
wealth or net estate, for example, is not 
necessarily what the law requires. 
Compliance and administration are by 
no means perfect. Yet even more dis- 
turbing may be the fact that it is not 
always clear what the law does require. 
What interests in trusts are includable? 
What is a gift made in contemplation of 
death? What is a closely held business 
worth? The law often gives no clear 
answer. ‘The student, therefore, can- 
not safely read the statute and then as- 
sume that the figures after audit, and 
thus presumably correct, mean what he 
would interpret them to mean. 


The estate tax is extremely complex. 
Attempts both to avoid tax and to 
check tax avoidance have produced in- 
tricate and often peculiar results. The 
meanings of terms of major importance 
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may now bear little resemblance to the 
simpler views of the layman or econo- 
mist. The rules of property law and 
its concepts of ownership and possession 
are an unreliable guide because state 
laws of property are not necessarily re- 
spected for estate tax purposes. The 
data shown here, therefore, even though 
“corrected” to conform to specific 
provisions of the statute, rest on some 
concepts and definitions which may 
vary from those to which the user of 
the data may attach similar names. The 
arbitrary and complex provisions of the 
estate tax may often open a wide gulf 
between the concepts of the economist 
and those of the tax official. 

Within the framework of statutory 
provisions which have been clearly in- 
terpreted, there is sometimes room for 
variation. Administration and com- 
pliance rest on human actions, and such 
actions are by no means mechanical. 
Points of fact and interpretation are 
often not clear. Legitimate differences 
of opinion may arise. The issues may 
be settled by a compromise to which 
both parties voluntarily agree. Or the 
estate’s representatives, even when they 
believe their case is strong, may agree to 
concessions in order to get a quick 
settlement or to avoid the cost of liti- 
gation. Relatively few cases are settled 
by the courts. Therefore, one cannot 
safely conclude that there has always 
been a complete meeting of minds or, in 
the absence of such agreement, that 
there has been a decision on doubtful 
points by 2 court whose word is final. 
Consequently, one should not assume 
that the data as tabulated after audit 
reflect either coraplete agreement by the 
interested parties or a decision by the 
final authority. Yet the audited data 
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are better in this respect than the un- 
audited. 

Audit will not remove fully another 
defect of the data. It must be recog. 
nized that the Bureau of Internal Rey- 
enue will never succeed perfectly in dis- 
covering during audit items of the gross 
estate not reported. Because of ignor- 
ance or deliberate desire to evade the 
tax the executor may not report all 
the facts required by the law. Failure 
to claim legitimate deductions, however, 
is less likely; debts and obligations to 
others will as a rule be brought to the 
attention of the executor, who will have 
good reason to claim them for tax pur- 
poses. Although some cases of evasion 
are discovered during audit, many must 
pass entirely unnoticed. Therefore, the 
data covered in this study are not fully 
complete. In so far as they purport to 
show the net wealth or estate as defined 
for tax purposes, they doubtless contain 
a downward bias.* 


Items Changed by Audit 


It seems desirable, before going 
further, to discuss briefly what prob- 
lems faced in audit concern the amount 
of net estate or tax. What are the chief 
sources of error on the returns as filed? 
The Bureau’s special study made n0 
attempt to attribute the final results to 
specific causes, but something can be 
said about the issues dealt with in audit 
as they affect the problems of this 
article. 


3In a later article the author hopes to examine 
this question: In what ways and to what extent 
does the concept of net (or gross) estate used for 
tax purposes conform to the concept (or concepts) 
of wealth appropriate for analysis of economic and 
social problems? 
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The most important source of error 
is probably valuation. Some types of 
property, of course, present virtually no 
valuation problems—cash, many securi- 
ties (Federal Government bonds, other 
bonds and securities for which there 
are active markets and which the estate 
held in lots small relative to the volume 
traded regularly), most life insurance, 
some notes and mortgages, and perhaps 
other types of property. Published 
data do not permit a detailed deter- 
mination of the relative importance of 
these items. From the data available, 
however, it seems that probably from 
one-third to two-fifths of gross taxable 
estates consist of property presenting 
no significant valuation problems. Well 
over one-half of the assets, however, 
present potential valuation problems. 

Corporation stock—common and 
preferred—usually comprises about 
two-fifths of the property of taxable 
estates. Some shares are not actively 
traded, and others are held in blocks 
large enough to justify the executors in 
claiming a “blockage” concession. 
Such a concession consists of valuation 
at less than the regular market price be- 
cause the market would not absorb as 
much stock as there is in the estate 
without a significant drop in the mar- 
ket price. Since courts recognize the 
validity of such claims, executors 
properly make them. Yet the claims 
are sometimes excessive, and the Bureau 
during audit often contests them, some- 
times successfully. Unaudited data, 


therefore, will reflect the original un- 
derstatement by the executors. 

For reasons not all of which may be 
obvious, interests in unincorporated 
businesses and shares of closely held 
Corporations are frequently very diffi- 
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cult to value, and so, often, is real 
estate; unquestionably executors more 
often understate than overstate the 
value of such property when they file 
the original return. Jewelry and art 
objects and some proceeds of life insur- 
ance also present valuation problems. 
Mortgages, notes, leaseholds, accounts 
receivable, royalties, pension rights, and 
many other minor assets may be diffi- 
cult to value. 

Another type of valuation problem 
may arise even though the underlying 
assets—say government bonds—are easy 
to value; when they are held in trust or 
otherwise encumbered, the various 
shares may not be easily separated and 
appraised. Consequently, valuation 
problems are more numerous and more 
difficult than an examination of the 
composition of the underlying wealth 
suggests. 

Another problem is whether specific 
gifts made before death are includable 
in the gross estate. Important gifts 
may not be shown on the return, or 
they may be shown in such way that 
they will not 2 pear in Statistics of In- 
come totals. In such cases the appli- 
cation of the law to the specific facts 
may reasonably support more than one 
interpretation. There is undoubtedly 
a large bias toward understatement be- 
cause executors will be justified in re- 
fusing to admit that gifts made before 
death were in contemplation of death. 
During audit, however, it may be de- 
cided that certain gifts should be in- 
cluded in the estate as made in con- 
templation of death. There are other 
reasons why during audit assets not in- 
cluded in the original report will be 
added to the gross estate—certain in- 
terests in trusts, for example. On the 
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other hand, some assets originally in- 
cluded may occasionally be excluded, 
Jater. 

Another source of change in the total 
net estate arises from increases and de- 
creases in deductions allowed. When 
the return is filed, the complete costs of 
administration will not be known. Al- 
though they may be estimated in full 
at the original filing, final estimate may 
be deferred until the audit is almost 
complete; the original estimate may 
have been either too high or too low. 
Occasionally a claim for charitable de- 
duction may not be allowed. So also, 
original claims for credit for property 
previously taxed, gift tax, and debts 
may be changed during audit. 


SPECIAL TABULATIONS STUDIED 


The present study covers 17,825 
audited returns for estates of persons 
dying on or after August 31, 1935. 
These returns were closed during calen- 
dar year 1941. 


Returns of Nonresident Aliens 


One unsatisfactory feature of the 
special tabulations is that the estates of 
nonresident aliens are not segregated, as 
they are in Statistics of Income. Before 
1942 such estates were allowed no 
specific exemption. The estates of both 
residents and citizens, however, were 
allowed a uniform specific exemption of 
$40,000 each. Unfortunately, there 
appear to be no internal data which 
provide a basis for the accurate separa- 
tion of returns receiving no exemption 
from those receiving $40,000. The 
grouping together of all estates is un- 
fortunate for analyses which involve 
the use of size distributions; the group- 
ing results in the inclusion of many 
small estates of a special type along with 
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others of $40,000 or more.* Probably 
from 1,200 to 1,300 of the 17,825 cases 
in the special study were for nonresi- 
dent aliens. 


Treatment of Interest and Penalties 


Another respect in which the data 
are unsatisfactory for some purposes is 
that the tabulations include as part of 
the additional tax collected (or over- 
payment refunded) as a result of audit 
the interest on the deficiency (or over- 
payment) and penalties. Penalties are 
uncommon, but interest may be large 
enough to be significant for some pur- 
poses. Interest on deficiency is gen- 
erally charged at the rate of 6 per cent 
from the due date of the tax, which is 
fifteen months after death. 


It is not possible to estimate how 
much of the total amount collected is 
interest. When the return was filed 
soon after death, the deficiency may 
have been determined and paid before 
the end of the fifteen-month period, 
without interest. But settlement often 
took much longer. Executors may pay 
part of a deficiency before the final 
settlement in order to stop the accruing 
of interest. In some cases, however, in- 
terest may have amounted to as much 


4 During the late 1930’s the estates of nonresident 
aliens averaged about 10 per cent in total number 
but less than 1 per cent of the total gross estate, the 
total net estate, or the total tax. The average gros 
estate of citizens and resident aliens in 1940 was 
reported as $175,700; their average net taxable e- 
tate was $99,000. Estates of nonresident aliens art 
much smaller. A special inquiry found that during 
1940 a total of 1,441 returns were filed for the 
estates of nonresident aliens. Of these, 1,406 were 
taxable, of which 1,333 were for less than $40,000. 
If the 73 cases with net estates over $40,000 
averaged $50,000, the other 1,333 estates averaged 
$7,700. During 1941 fewer returns were filed for 
nonresident aliens, 1,145; the average reported met 
estate was higher, however, being about $13,000. 
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as one-tenth of the final payment, 
representing a delay of almost two years 
after the due date of the return; in a 
few cases it may have been much more. 


Years Returns Were Filed 


Of the returns included, 42 per cent 
were filed in the year of closing, 1941; 
49 per cent were filed in 1940, 7 per 
cent in 1939, 2 per cent in 1938, and a 
small remainder in 1935-37. Through- 
out this period the filing requirement 
was unchanged at $40,000 gross estate; 
nonresident aliens, however, received no 
exemption and a return was required if 
the estate contained any property sub- 
ject to United States tax. 


There was a distinct tendency for the 
returns both filed and closed in 1941 to 
be for small, rather than for large, es- 
tates.© Consequently, the grouping and 
distribution of estates by year of clos- 
ing, as in this study, must differ some- 
what from a distribution by year of 
filing (as in Statistics of Income). A 
bias results from the fact that the larger 
returns closed in 1941 were generally 
for years of death when property values 
where higher than in 1941. For this 
reason, the universe we are studying will 
tend to have more cases and larger 
amounts in the upper brackets—estates 
will generally be somewhat larger— 
than will Statistics of Income for 1941. 
The difference, however, is probably 
small.® 


5 For example, of the returns closed in 1941 over 
half—3,586 out of 6,412—which had “no net es- 
tate” or “net estate under $10,000” were also 
filed in 1941; yet only 7 per cent—17 out of 232— 
of the cases closed with net estate of $1,000,000 or 
over were filed in 1941. 


6 The privilege of choosing one of two dates (or 
set of dates) for appraising the estate makes even 
rough estimates extremely hazardous. 
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It must also be noted that there are 
very few estates in the top brackets 
each year. Consequently, the accident 
of a few deaths can produce large varia- 
tions in year-to-year figures. The use- 
fulness of single-year estate tax data, 
therefore, is always limited by the fact 
that they may be distorted from the 
normal by a few extreme cases. 


GENERAL FINDINGS 


The nature of the major changes is 
summarized in Tables 1* and 2. 


Cases with No Change in Tax 


Of the returns closed, 43.7 per cent 
had no change in tax. In view of the 
complexity of the estate tax, the bias to 
be expected of executors, and the many 
possible sources of difference of opinion 
about the constituents of the estate and 
their valuation, is it not surprising that 
sO many estates were not changed? 

The author confesses to some such 
surprise. However, the results are less 
striking than may appear at first sight. 
More than one-third of the “no- 
change” cases involved no tax either 
before or after audit. Though these 
cases presumably had gross estates equal 
to the filing requirements, the deduc- 
tions were large enough to remove lia- 
bility for tax. For example, in the late 
1930’s the gross assets of nontaxable 
estates averaged over $70,000. After 
all deductions except the specific ex- 
emption, however, the average net estate 
was somewhat less than $20,000. Audit 
of these cases may well have changed 
the total of the gross estate and of de- 
ductions, but if the changes were not 


7 Unfortunately, the data on the original tax are 
not available in enough detail to permit presentation 
in class intervals other than those used in Table 1. 
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TABLE 1 
Resutts or Aupit or Feperay Estate Tax Returns Ciosep 1n 1941: Numper or Returns, 
Amount or Net Estate (As Ciosep), AMouNT oF ORIGINAL TAX, AND 
AMOUNT OF ADDITIONAL TAX OR OVERASSESSMENT 
(All money figures in thousands of dollars) 
Additional Tax or Overassessment 
: Number Amount of os Per Cent 
- _ ye of Estate as — of Total Per Cent 
e€ & 10S€ Returns Closed a a Amount Original of Estate 
Tax as Closed & 
All Returns a 
Closed 
nee 7 meee rt tr —8s b b 
Under 50 ...... 9,071 163,436 5,082 1,542 30.3 0.9 
50 under 60.. 679 37,210 1,900 572 30.1 0.2 
oe 80 .. 959 66,401 3,927 1,201 30.6 18 
eee 100 .. 675 60,337 4,297 1,050 24.4 1.7 
100 “ 500.. 2823 585.476 63,439 11,649 18.4 2.0 
500 and over... 607 _ 857,716 190,488 29,535, 15.5. 3.4 
TOOROR 655 008 17,825 1,770,577 269,133 45,541 16.9 26 
Returns Closed 
with Addi- 
tional Tax 
No Net Estate . os ee hee ee 2 ee res 2 
Under 50 ...... 4,726 105,917 2,707 1,739 64.2 16 
50 under 60.. 498 27,291 1,211 606 50.1 22 
oe oes. 737 51,125 2,719 1,232 45.3 24 
S09: 3303: 526 46,927 3,048 1,098 36.0 23 
a * oO... Saas 483 304 50,032 11,961 23.9 25 
500 and over... _ 539 _ 795,100 178,108 30,141 16.9 38 
Tote oss. 9,341 1,509,665 237,825 46,778 19, 3.1 
Returns Closed 
with Over- 
assessment 
No Net Estate . aoe FR 2 8 8 b b 
Under 50 ..,... 298 6,294 467 197 42.2 3.1 
50 under 60 .. 28 1,507 130 34 26.2 23 
60 “ 80... 41 2,764 237 31 13.1 11 
O29) 9 44 4,005 407 48 11.8 12 
100: .%... 00... 198 42.570 5,862 312 5.3 0.7 
500 and over ... _50 47,562 9.612 _ 606 63 13 
ae Sse 697 104,703 16,722 1,234 74 12 
Returns Closed 
with No 
Change in Tax 
pe aeee mee. | Selec pulpe: cael aete pay 
Under 50 ...... 4,047 51,225 ke 
50 under 60.. 153 8,411 ia oh pele es 
_ ee 80 .. 181 12,512 ll Meme oS: 
Be 108. 105 9,406 oo ogee 
oe. 4). + BOD... 310 59.602 3, alt as 55, vee a 
500 and over... 18 _15,054 OE. ese os 
POOR Ses e's 7,787 156,209 Pa Qs ae % 
® Excludes specific exemption. 
b Inapplicable. 
Note: Because of rounding details wil! not necessarily add to totals. 
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large enough to create tax liability, the 
cases would be included here as “ no- 
change.” There are no data from 
which one can judge whether auditing 
changes proportionate to those made in 
cases with tax were made in cases with 
no tax. 

The taxable estates surviving audit 


unchanged were 27.0 per cent of all 


estates. These estates, however, were 
relatively small, averaging $3,250 
(above exemption) compared with 


$161,000 (above exemption) for es- 
tate with change of tax. 

“ No-change ” cases accounted for 8.8 
per cent of the total net estate (above 
exemption), for 5.4 per cent of the 
original tax, and for 5.1 per cent of the 
final tax. Clearly, “ no-change ” cases 
were numerous but not important in the 


dollar totals. 


Cases with Change in Tax 


Audit changed most estates, and most 
changes resulted in additional tax. Ex- 
tra tax was involved in 9,341 cases and 
refunds in 697 cases, a ratio of more 
than 13 to 1. 

The number of taxable estates was in- 
creased by 815 net, or by nearly 5 per 
cent of all returns. One out of five re- 
turns filed as nontaxable eventually 
paid tax. The average taxable estate 
shown on these returns was about 
$2,900, and the average tax was about 
$370. These returns added less than 2 
per cent to the total tax base and less 
than 1 per cent to the total tax. 

In dollar amounts the additional 
Federal tax came to $46.8 million, re- 
funds of overpayments to $1.2 million, 
a ratio of 39 to 1.5 The net additional 


8 These totals do not include credit for state death 
taxes. The net amount of the additional state credit 
was probably about $7 million. 
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tax, slightly over $45.5 million, was 17 
per cent of the tax originally disclosed. 
The additional tax was almost 20 per 
cent of the original tax shown on the 
returns on which additional tax was 
assessed. | Overassessments refunded 
were slightly over 7 per cent of the tax 
originally reported on the returns 
affected; they were less than one-half 
of 1 per cent of the tax finally collected. 
Nearly two-thirds of the additional 
tax came from estates over $500,000 
and half came -from estates over 
$1,000,000. One-tenth came from net 
estates under $100,000. Although pre- 
cise measurement is not possible, it ap- 
pears that the additional tax fell some- 
what lower in the scale than the original 
tax.° This result was obtained in part 
because the estates that had originally 
been nontaxable were small; the tax on 
them added to the total tax revenue 
falling low in the scale. Moreover, the 
credit for state tax is largest in the 
upper ranges; as a result, relatively 
more of the tax resulting from an in- 
crease in the base goes to the states if 
the estate is large than if it is small.” 


9 Whereas 9.9 per cent of the additional tax was 
imposed on estates of less than $100,000, only 4.0 
per cent of the original tax was reported from these 
estates. Two-thirds of the additional tax compared 
with three-fourths of the original tax came from 
estates of $500,000 and over. 


10 Assume an estate of $1,000,000 (above the 
exemption). ‘The tax (in early 1940) was $302,600 
and the credit for state tax roughly $36,500, or 12 
per cent of the total tax. If audit added anything 
to the tax base, from about 20 per cent to about 
24 per cent of the increased tax would go to the 
state. On estates of less than $100,000 there was 
no credit for state tax. On an estate of $120,000 
(above exemption) the credit for state tax was about 
3 per cent of the tax. 





I 























= 
F TZ 74 oz 9% sii tact $62 8% ‘OOTT » 00°F 
2 Sb IT 2 0b cP ee ~— 6 bP Lb "* 000T » 006 
oo Lg 601 9 IF 6h c% g sg 09 ** 006 » 008 
s¢ LET 9 IP 9¢ a z 68F 99 ** 008 » O02 
re Lg'I oly £2 oe g egg 98 002 » 009 
GE sa 699 COI 0Z 7 829 911 ** 009 »  00¢ 
89 Sm ¥L9 ZsT Lg a S'6L OST ** 00¢ » 00% 
SZ 19% o'86 ¢8Z e1l £ PLT ore = **:«OOF » 008 
¢ZI vee 9 9ZI 1z¢ 8'E1 9¢ O'ESI 629 = ** «008 » 002 
. WL 06 198 66 a O 99 0'SOT 809°" 002 » OST 
3 18 0gz O'SOT 8¢8 eLI orl ¥ 0ST 990'T °° OST » 001 
= OF Ort 69 9% 6 SOI £09 29 = ** «O01 » 08 
5 8Z a TI1g LEZ ia TST £99 696 * 08 » 09 
= i 19 €lZ 86F v8 se 7 LE 649 = ** «09 » Og 
4 1Z 8¢ 6 9¢9 £6 80Z 8 0F 016 48=—** «OS » OF 
be WI og $'8Z SZ8 16 182 668 LOTT °° OF »n 08 
a WI cg o§Z L¥6 STI OS Lge csrtT °° 0€ » 0 
Z, I a €'8I OIZ'T TZ 28 ce 821s ** 0% Jepun OT 
le) €0 80’ 09 880'T Z8 9£2'Z CFI wee ere hemes OT Jopuy 
2 coe ose cose eves cee S16 cove 110° eovcccecs 9784S9 Jou ON 
Zz (8) (2) (9) (¢) () (€) (2) (1) 
peso SB xB L psso[yD sB P2eso[FD &B PpesolD sB 
esq ION  [SUONIPpy 83S] ION ToqunN —_-eyeysy ON 70qunN-ogeysg 19N mye (Sxe[[Op Jo 
Aha BO spuvsnoyy,) 
: ak ee XB, [SUOTJIPPY YIM paso[H suinyozYy way Wy eSaeg) suinjey ITV hme ae 
peso[D suinyaxy P , ON GiiM suinyay 9781Sq ION JO azIg 
(SIB[]JOp JO SUOT[[IUI UI ‘sassB[o ezIs ydeoxe ‘soin3’y Aouoy) 
GLVISW LAN dO aZIg Ad ‘xv IVNOILIAGY JO LNOONY 
GNV ‘(GSSO1D SV) ALVISY JaN 40 LNOOWY ‘SNUALaY 40 WAWAN ‘1/6 NI GASOID SNAALIY XV], ILvisy ‘Ivuxaa7 
+t 
- & ATAVL 





“w 
N 
“ 





‘S]8}0} 0} ppv Ajliesseosu 4OU ]j1M S[tejep Surpunos jo esnvosg :330N 


“MONT EZ Tg “UOUISSasSVIVAG JO JUNOWE [8}0} OY} £169 SBA S}USUUISSESSBIOAO Y}IA PasO[O SUINJal Jo JoquINU oY], q 


‘uordurexe oyweds sopnyoxg wv 






































%, L vol 82°9F L 60ST 1¥8'6 ZT 9ST L822 FOLL'T eee ee [BOL 
5 SZ C19 I C19 Da es hie 7 J2A0 PUB QNO'OS 
by 02° C92 I o'9Z I 0000S ~=—s, «SC ( 000°0Z 
40'S T'o¢ b T'0¢ r 00002 =» o00'or 
4 SO" £6 I £6 I o00'oT =, «S006 
- Ay 8 I es I : 0006 » 0008 
a L6¢ LU ¢ LU ¢ * 000'8 » 0002 
< 02° 19 if 19 I 000°2 » 0009 
a 90° zs I z¢ I 000°9 »  000°¢ 
ce 681 7 6 SI 7 ** 000°¢ »  00S°F 
B tr 68 z 68 Zz ** 00¢'F » 000% 
< LOT £9 L £92 L 000‘F »  o0g‘e 
3 10° 6FS LI 6'FS LI * 90s‘ »  000°S 
= os 16 g0e II eee ZI * 0900'S » 009% 
S TZ IST Org $2 Tes ¥2 “* oos'z » 000% 
re zs SZ SL oF ¢e z $68 e¢ * 000'Z » 00ST 
a) 6¢ LLZ 918 cg cZ Zz 0°06 ZL ** 00ST »  OOL'T 
a (8) (2) (9) (¢) (¥) (g) (2) (1) 
. GR AR ie 
< aSO[LD 8B xB PesO[D 8B peso[a se Peso[g se 
aa) cohen ON [euonIppy 27898q JON sequra 2784Sq ION ats eee | 0781S] ION zoquin NN (S1e][Op Jo 
2 spuvsnoy [) 
ac XB], [BUOT}IPPY YIM paso[yD suinjey aay, ee) suinj}ey [TV Bee a 
pasoig sumoy “ts . ON U}IA suInjoy 2783S ON JO 921g 
z (panuyuod)—~ ATAVL 
° 
vA 
— 
. TZ PL 
md oe Z £26 9% C'6Z QZ * ontt ann tr 





326 


Nevertheless, the large estates were 
most important not only for the origi- 
nal tax but for additional tax as well. 
For example, more additional tax was 
collected from 4 estates averaging $12.5 
million than from all 6,487 estates of 
less than $100,000 net. 

It is clear that proportionately the 
most changes were made in the large 
estates. Of taxable estates of $10,000 
or less, 65 per cent survived the auditing 
process without change of tax. More- 
over, the returns in this group having 
increased tax were almost half again as 
large as those with no change of tax. 
Of the net taxable estates of less than 
$50,000 those with no change of tax 
averaged $13,750 (above exemption), 
while those with change averaged 
$22,200. Only 3 per cent of the es- 
tates over $500,000, were not changed 
enough to alter tax liability. Finally, 
the tax on every return for a net estate 
of $2,000,000 or more was changed. 

There is no way of determining and 
weighing the reasons for this apparently 
large difference between the effects of 
audit on large and on small estates. 
Undoubtedly, the larger estates re- 
ceived more thorough audit; if equal 
effort had been spent on the smaller re- 
turns they too might have been changed 
more often. What other reasons may 
be cited? Perhaps the small returns 
were filled out more accurately than the 
large. Perhaps, though it seems im- 
probable, executors filling out small re- 
turns were better informed about the 
law. Large estates may have been 
changed more often because their basic 
records were better than those of small 
estates so that effective checking was 
easier. Part of the explanation is prob- 
ably that large estates tend to contain 
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more items that present the problems 
which are the subject of auditing 
changes. Most likely, several of these 
possibilities, and doubtless others, com- 
bined to produce the result. 


Method of Estimating Amount of In- 
crease in Net Estate 


How much did audit add to the total 
dollar figure of the net estate? How 
much should a student using published 
estate tax data on the size of estates ad- 
just for understatement? Data for 
answering these questions are not shown 
directly, but estimates which seem 
moderately good were made. 

A distribution by size of net estate 
after audit is available, together with a 
distribution of the amount of the addi- 
tional tax (or overassessment). The tax 
rates by brackets and credit for state 
taxes are known. Division of the 
change in the tax by the bracket rate 
(adjusted for the rate of state credit) 
will give the addition to the net estate. 
For example, if $100,000 additional tax 
were collected from estates subject to a 
marginal rate of 20 per cent, it would 
appear that the tax base was increased 
by $500,000. Unfortunately, how- 
ever, this method is not perfectly satis- 
factory. 


For one thing, the tax rates were 
raised during the period; for reasons too 
detailed to discuss here, however, no 
allowance has been made for such in- 
creases. As a result, the estimate of the 
effect of audit on the tax base is some- 
what too high—perhaps from 1 to 2 
per cent. 

The method of estimating, however, 
contains at least two sources of bias 
tending to understate the amount added 
to the net estate. One of these can be 
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illustrated easily. Assume $10,000 ad- 
ditional tax on a net estate as closed 
falling between $400,000 and $500,- 
000; the bracket rate is 23 per cent;™ 
dividing the increase in tax by the rate 
gives $43,500. If the estate as closed 
was $450,000, the original estate was 
$406,500. If the estate as closed was 
$420,000, however, the original estate 
was not $420,000 minus $43,500. The 
reason is that below $400,000 the tax 
rate was not 23 per cent but 20 per 
cent. Therefore, the amount above 
$400,000 accounts for $4,600 ($20,000 
times 23 per cent) of the added 
$10,000 tax; the remaining $5,400 
must be divided by the 20 per cent 
rate, giving $27,000. The original es- 
tate, therefore, was $373,000. Audit, 
in other words, added $47,000 instead 
of $43,500 to the original tax base.’ 


In the writer’s judgment this bias is 
larger than the bias resulting from fail- 
ure to allow for the higher tax rates 
applicable after June 26, 1940."* In the 


11 The credit for state taxes will be ignored in 
this illustration. 


12 Calculation of the resulting bias proved im- 
possible. Some of the difficulties can be indicated. 
The intervals used in tabulating the amount of tax 
and the amount of additional tax when converted 
into amount of estate give size intervals very differ- 
ent from those used in classifying estates. The two 
sets of data cannot be related to each other pre- 
cisely. In some cases, moreover, frequencies are 
shown but not dollar amounts, and the frequencies 
are not matched by corresponding or closely related 
frequencies in tables with dollar amounts. In a few 
cases detailed data seemed suspect.. Another diffi- 
culty was that the bracketing used for classifying 
estates and amount of tax did not conform precisely 
to the bracketing that was the basis of the tax 
Progression. Finally, in some brackets the net Federal 
tax rate was lower than in the preceding (lower) 
bracket; this unusual result is reached because the 
credit for state death tax (which is based on a 
special set of tax rates) rises more rapidly than the 
total Federal rate at certain points. 
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second and third brackets the error may 
be great because of the large percen- 
tage difference in tax rates. The second 
bracket rate, for example, is twice the 
first; therefore, any property added 
during audit belonging to the first 
bracket but attributed to the second 
will be underestimated by half. The 
third bracket rate is one-half higher 
than the second. The higher the 
bracket the less serious the error result- 
ing from erroneous inclusion in one 
bracket rather than the next lower. In 
no case over $900,000, for example, is 
the tax rate in one bracket as much as 
one-tenth higher than the rate in the 
next lower bracket. 

There is another source of bias. 
When audit establishes that despite the 
original claim of the executor an inter 
vivos gift was made in contemplation 
of death, the amount of' the gift is 
added to the net estate for purposes of 
computing tax. Frequently, however, 
a gift tax was paid when the gift was 
made. This gift tax will be credited 
wholly or partially against the ad- 
ditional estate tax actually collected; 
the latter will be less than the tax which 
is computed by multiplying the ad- 
dition to the estate by the marginal tax 
rate.\* Therefore the method used in 


13 A more detailed technical discussion of the 
reasoning and facts supporting this conclusion has 
been deleted as of slight general interest. 


14 For example, let us assume that a gift of 
$100,000 was held made in contemplation of death 
and includable in the estate where the bracket rate 
was 30 per cent; the additional estate tax would 
be $30,000; however, a gift tax credit of $10,000 
was allowed. The additional estate tax collected, 
therefore, would be $20,000. Knowing only the 
$20,000 figure, as we do from the tabulations avail- 
able, the full effect of audit on the tax base can- 
not be computed accurately. The opposite effect is 
not possible. 
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this study tends to understate the effects 
of audit on additions to the tax base. 


The writer suspects that the result- 
ing bias is considerably under 5 per 
cent. For one thing, the government 
has generally not had great success in 
establishing contemplation of death. 
It seems doubtful that agents would 
press the issue in these troublesome cases 
if the gift tax were almost equal to the 
estate tax. Secondly, the credit for gift 
tax was limited so that it was not neces- 
sarily as large as the gift tax paid. 
Finally, the gift tax itself would gen- 
erally, though not always, be consider- 
ably less than the estate tax due.” On 
balance, the writer would expect the 
bias to be from 2 per cent to 3 per cent 
on the average, though it may be higher. 
It would probably be greatest in the 
largest estate size groups. 


Except in the second, third, and pos- 
sibly the fourth brackets the writer be- 
lieves that an underestimate as great as 
15 per cent in the amount added to the 
net estate is improbable. It is probably 
not under 5 per cent nor over 10 per 
cent. In the lowest bracket it is prob- 
ably negligible. In the second and 
third brackets it may be as high as 30 
per cent and 25 per cent respectively. 
The average total underestimate prob- 
ably falls within the range of 7 per 
cent to 9 per cent. After subtraction 


15 Returns filed in 1940 showed transfers during 
life as 3 per cent of gross estates subject to tax and 
$ per cent of the net taxable estate. A very rough 
calculation indicates that the estate tax attributable 
to these transfers was about $17 million; the gift 
tax credit claimed, however, was $175,000. The 
writer strongly doubts that comparable proportions 
would prevail for gifts added to estates audited in 
1941. The figures, however, confirm the belief that 
gift tax credit is much less than the estate tax 
generally attributable to the gift when it is included 
in the estate. 
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of the opposite error resulting from the 
failure to include the higher tax rate 
effective after June, 1940, a net under- 


statement of 5 per cent to 7 per cent 


seems probable. 


Total Addition to Net Estate 


The computations indicate that audit 
added almost $219.9 million to the 
estates on which additional tax was 
assessed; from estates on which tax was 
refunded $8.3 million was deducted. 
The net addition to the tax base shown 
in Table 3 was $211.5 million. As com- 
puted, the original base for all returns 
eventually taxed was $1,559.0 million 
(exclusive of the specific exemption). 
The increase was 13.5 per cent of the 
original base and 11.9 per cent of the 
final base. 

On the assumption of an average 
underestimate of 6 per cent because of 
the bias in the method, the net addition 
to the tax base was $224.3 million. The 
original base then becomes $1,546.3 
million; the increase is 14.5 per cent of 
the original base and 12.7 per cent of 
the final base. The arithmetical average 
amount of net estate originally reported, 
as shown in Statistics of Income, for the 
three years 1939-41 (years which com- 
prise 98 per cent of the returns in the 
sample) was $1,542.4 million. This 
total is close enough to the estimate to 
suggest that the latter is sufficiently 
accurate for general use. 


Distribution of the Increase by Size of 
Estate 


How was the increase in the amount 
taxable distributed among estates of 
different size? As computed without 
any adjustment for bias, the data show 
that more than one-fifth of the net in- 
crease was in estates whose final size 





Pay ae ee ee 





Il 


1e 
te 
r- 
at 


lit 


ras 


ge 


ion 
“he 
6.3 

of 

of 
age 
ed, 
the 
ym- 
the 
“his 
. to 
tly 


unt 
of 
out 
now 
in- 
size 





No. 4] 


(excluding exemptions) was $100,000 
or less. Half was in estates whose final 
size (excluding exemptions) was $400,- 
000 or less. Nearly one-third was in 
estates over $1,000,000. Increases as 
percentages of net estate as originally 
reported tended to be somewhat higher 
in the lower than in the upper ranges. 
For example, the net increases in estates 
of less than $100,000 averaged 17.4 per 
cent of the estate as originally reported 
(excluding exemptions) while the in- 
creases in estates of over $1,000,000 
averaged 12.2 per cent.’® 

The difference in the percentage in- 
crease in the different brackets is mis- 
leading and is explained largely by the 
form in which the statistics are pre- 
sented. The net estate as shown here 
does not include the specific exemption. 
For the smaller estates the exemption 
was relatively very important.’’ Be- 
cause such differences destroy compara- 
bility an adjustment was made to 
eliminate them. It consisted of adding 
to the figure of the net estate the esti- 
mated total wealth removed by the 
specific exemption.'® 


16 These percentages are of the increase in the 
total amount of property of estates in each class, 
not just the increase in those estates in which there 
was a change. 


17 An estate reported as $45,000 above all de- 
ductions (except the exemption) would have been 
shown as a net taxable estate of $5,000 (after 
exemption) and so classified. A change of 10 per 
cent in the total net estate of $45,000 would be 
$4,500; this amount, however, is 90 per cent of the 
$5,000 originally taxed. At the $500,000 level (with 
a net taxable estate of $460,000 after exemption) 
an increase of 10 per cent, $50,000, would add only 
11 per cent to the net taxable estate. 


18 The adjustment is simple, though not com- 
pletely accurate. The major defect results from our 
ignorance about the number and size of the estates 
of nonresident aliens, for which arbitrary adjust- 
ment had to be made. 
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After this adjustment, the net estate 
as finally taxed was computed as a per- 
centage of the net estate as originally 
reported, in each case including the 
amount of the exemption. The result- 
ing figure of the amount added by audit 
to the net estate (of all estates taxed) 
was 9.9 per cent. The variation by size 
classes of estates was changed greatly 
from the unadjusted figures. 


The percentage increase in the low 
brackets was well below the average, 
rather than higher as originally com- 
puted. In the lowest group, for exam- 
ple, the percentage increase was only 
one-fifth of the average. For estates of 
$10,000 to $30,000 (above exemption) 
the increase was somewhat over half of 
the average; it is for these estates, how- 
ever, that the bias is relatively most im- 
portant, and if adequate allowance were 
made for the bias, the percentage in- 
crease would probably be about two- 
thirds of the average of all estates. In 
the classes with the largest estates, 
variations ranging from 2.4 per cent to 
§8.2 per cent were recorded. There 
are so few estates in these classes, how- 
ever, that the variations by class are of 
little general significance. If all estates 
over $5,000,000 are grouped (there 
were only 13 such estates), they form 
a class in which the increase averaged 
12.8 per cent; this is more than one- 
fourth higher than the average of all 
estates and more than double the 5.5 
per cent for estates under $60,000. 
For groups under $1,000,000 the aver- 
age addition was 9.2 per cent; for those 
over $1,000,000 the average was 11.9 
per cent, more than one-fourth higher. 
In summary, then, one can say that 
audit added less percentagewise to the 
smallest estates than to larger ones, the 
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significant dividing line being about 
$60,000 ($100,000 with exemption). 


Reasonableness of the Changes 


Is the average change shown, abc ut 
10 per cent, roughly what one sight 
expect? Expectations will naturally 
differ. A major source of information 
about the estate tax to one who is 
neither a practitioner nor an adminis- 
trator is the published record of liti- 
gated cases. These are strongly biased. 
They are the clearly exceptional cases. 
They almost always involve an attempt 
of the government to get more tax than 
the estate’s representatives believe due. 
And this means more tax than the orig- 
inal tax return will have shown as due. 
These cases are likely to involve the 
questions of the development of the 
tax; they will interest the student and 
naturally comprise much of the mater- 
ial for his current study. This ab- 
sorption, however, may give an ex- 
aggerated notion of the importance of 
these estates in relation to the mass of 
cases..® With full recognition of this 
bias the author admits that he would 


expect more underreporting. Of course, 


there may be appreciably more under- 
reporting which is not discovered be- 
cause audit staffs are not large enough 
or not sufficiently vigorous and able. 
Some undetected underreporting is in- 
evitable in a society having as much 
freedom as ours. Thorough checking 
of all relevant transactions would re- 
quire an abhorrent degree of policing of 
individual actions. Absolute insurance 
against evasion of tax on such items as 


19In small estates, and perhaps in large, executors 
may consent to a Treasury overassessment whose 
legal justification is weak. The time and money 
needed to litigate the point may be considered too 
great to warrant a contest. 





[Vot. Il 


jewelry, objects of art, and personal 
property would require completely de- 
tailed inventories and records of per- 
sonal transactions in a degree that 
would be alien to American traditions. 

Another, and offsetting, factor 
should be noted in this connection. 
Estate tax returns are filed by executors, 
Their position is essentially fiduciary. 
Sometimes they are beneficiaries of the 
estate, but often part or all of the exec- 
utory functions are performed by a 
trust company or other relatively dis- 
interested party. Their responsibilities 
require that they protect the interests 
of the heirs—within the limits set by 
the law. Questions of legitimate doubt 
may properly be decided in favor of the 
estate and against the Treasury. But 
the great majority of corporate execu- 
tors and attorneys respecting the ethical 
standards of their profession would not 
cooperate in deliberate misstatement of 
estate tax. The widespread participa- 
tion of corporate and professional legal 
fiduciaries in executing estates, there- 
fore, probably insures a fairly high 
minimum level of integrity in estate 
tax compliance. Material understate- 
ment may still result from any of 
several factors: ignorance of the re- 
quirements of a very complicated law; 
desire to decide questions of doubt in 
favor of the estate; and the executor’s 
lack of knowledge about the passing of 
gifts before death and of property such 
as jewels, currency, and art objects. 


CONCLUDING COMMENT 


Estimates of wealth and its distri- 
bution are likely to draw heavily upon 
death tax data. The merits and defi- 
ciencies of these data need careful 
analysis. One of the obvious weak- 
nesses of the data generally available is 
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that they have a bias resulting from the 
normal desire of the taxpayer to avoid 
tax. In its audit of estate tax returns 
the Bureau of Internal Revenue cor- 
rects for some of the original under- 
statement. The existence of some such 
correction has long been evident from 
reports of collections of estate tax de- 
ficiencies. What has not been clear is 
the magnitude and distribution of the 
addition to the tax base. 

On the basis of special records kept 
for one year the Bureau assembled data 
from which the author has estimated the 
amount and distribution of additions to 
net estate resulting from audit. On the 
average the increase was about one- 
tenth. It was somewhat greater for 
large than for small estates. The 
method of estimating, unfortunately, 
could not eliminate certain biases, and 
the data themselves are no better than 
the auditing process, which is by no 
means perfect. Some wealth which 
should be reported and taxed escapes 
the auditors; some, probably very much 
less, may be included improperly. On 
balance, the adjustment described in 
this article may fail by more than 
nominal amounts to account for all 
original underreporting. | Unfortu- 
nately, there is no visible prospect of 
getting data which will offset the 
specific deficiencies which seem most 
serious, those resulting from poor tax- 
payer compliance. This poor compli- 
ance in turn results in part from ig- 
norance and in part from strong finan- 
cial motives to reduce tax liability by 
minimizing the amount of wealth re- 
ported. 
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The value of the adjustment may be 
questioned on other grounds. The basic 
data are now eight years old. The es- 
tate tax itself has changed in many im- 
portant ways. The economy is ob- 
viously very different today from 1941. 
The writer suspects that the results of 
audit of estate tax returns have changed 
much less. Perhaps this suspicion is no 
more than an unconscious desire to 
make his findings acceptable, though 
general familiarity with the Federal es- 
tate tax system seems to him to support 
the view. In any case, however, he 
would support a request for the Bureau 
of Internal Revenue to collect another 
set of comparable data based on more 
recent experience.”® Such a repeat study 
would help answer the question whether 
the large part of the result which is due 
to relatively few cases is reasonably 
typical of annual experience. Perhaps 
the extreme cases are normally more 
important than in 1941, perhaps less.** 

In the absence of better information, 
however, it would seem that any use 
made of Federal estate tax data might 
profitably take into account the type of 
adjustment described above. 


20 Another tabulation could show directly the net 
addition to the estate, assuring a more accurate 
figure than could be obtained by the indirect method 
described in this article. 


21 The Bureau’s special tabulations included many 
types of information which, though of interest to 
the student of taxation and public administration, 
are not directly related to the problem of correcting 
reported data for use in estimating wealth. The 
writer hopes to present the results of analysis of 
some of this material in other articles. 








EXEMPTION OF HOUSE FURNISHINGS FROM 
PROPERTY TAXATION 


EDWARD S. FELDMAN * 


E continue to think in this coun- 

try, as did William Pitt, that: 

“The poorest man may in his cottage 

bid defiance to all the force of the 

Crown. It may be frail, its roof may 

shake, the winds may blow through it, 

the storms may enter, the rain may 

enter, but the King of England cannot 

enter. All his forces dare not cross the 
threshold of the ruined tenement.” 

But in matters of taxation, which are 
different from matters of civil liberty, 
the American household has not been 
impregnable to incursions by the sover- 
eign. This is so because every govern- 
ment must have the power to support 
itself and that support is traditionally 
obtained principally through exercising 
the power of taxation. And, presum- 
ably, all property must be available for 
taxation no matter where it is located, 
or by whom it is owned. 

In the United States, from the begin- 
ning, property taxation has been the 
general rule, with the tax base being 
composed of both real and personal 
property. Personal property, of which 
furniture is a part, may be either tan- 
gible or intangible and may be produc- 
tive or unproductive. When the selec- 
tions of property to be taxed have been 
made and the general rules of taxation 
have been determined, we find certain 
exemptions of persons or property which 


* The author is the Executive Secretary, Furniture 
Manufacturers Association of Southern California. 


come within the rules, but which for 
reasons of general policy it is deemed 
wise not to tax. 

In contrast to the American prac- 
tice, taxes on the English home, from 
the time of Queen Elizabeth, have been 
based upon the value of unfurnished 
occupancy. ‘There is no tax on any- 
thing in the home which makes it habit- 
able. Also in Austria, Germany, France, 
Denmark, Italy, Sweden, and the Neth- 
erlands, there is no tax on personal be- 
longings. This, of course, is not neces- 
sarily the rule in all European countries; 
in Switzerland, for example, there has 
been a maximum limitation on the ex- 
emption of household articles. 

In this article we are particularly in- 
terested in the American practice of 
exempting household furnishings from 
property taxes. What exemptions exist, 
what are the limitations of these exemp- 
tions, and to whom do they extend? 
Furthermore, and most important, are 
the exemptions economically and_so- 
cially justifiable? 

We are not concerned with furniture 
other than household furniture or with 
furniture in places of business such as 
hotels and furniture stores. Neither 
are we interested in the furniture be- 
longing to groups which are themselves 
exempt from taxation, such as religious 
and charitable and veterans’ organiza- 
tions. Lastly, we are not concerned 
with special exemptions to veterans as 
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EXEMPTION OF HOUSE FURNISHINGS 


such or with legal and constitutional 
problems concerning tax exemption. 


Tax exemption of one kind or an- 
other frequently is given to religious 
denominations, charitable institutions, 
benevolent societies, hospitals, educa- 
tional institutions, cemeteries, patriotic 
societies, libraries, and fraternal orders. 
We find exemptions among the states 
of such diverse items as wearing apparel, 
personal ornaments and jewelry, family 
portraits, private libraries, pianos, radios, 
phonographs, organs, melodeons, grow- 
ing crops, the tools of a mechanic, 
bicycles (if used in business by the 
owner), one sewing machine, fire arms, 
poultry, farm animals, fur-bearing 
animals, boats, horses, mules, wagons, 
carriages, sleighs, and harnesses. 


Exemption of Home Furnishings in 
the States 


Among the states which have exemp- 
tions of house furnishings or persMal 
property set forth in their constitutions 
are the following: California, Colorado, 
Florida, Georgia, Kansas, Kentucky, 
Louisiana, Minnesota, Nebraska, New 
Mexico, North Carolina, North Dakota, 
Oklahoma, Tennessee, Texas, Utah, and 
West Virginia.’ Those states having 


1 California: art. XIII, sec. 10%: “ The personal 
Property of every houscholder to the amount of one 
hundred dollars, the articles to be selected by each 
householder, shall be exempt from taxation” (1904). 
But sec. 14 of this article, adopted in 1933, provides 
that the Legislature “may exempt entirely from 
taxation any or all forms, types or classes of per- 
sonal property ... .” 

Colorado: art. X, sec. 3; Statutes Anno., chap. 
142, sec. 22. 

Florida: art. 9, sec. 11; Statutes Anno., Title 13, 
sec. 192.06; see Albert B. Bernstein, “ Property Ex- 
empt from Florida Taxation,” Miami Law Quarterly, 
I (1947), 22. 

Georgia: art. VII, sec. 2-5404; Code, chap. 92, 
sec. 239, 
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exemptions of house furnishings or per- 
sonal property as legislative enactments 
only and not in their organic law, or 
which have not provided for taxation 
of such property, are: Alabama, Con- 
necticut, Delaware, District of Columbia, 
Idaho, Iowa, Maine, Maryland, Massa- 
chusetts, Michigan, Mississippi, New 
Hampshire, New Jersey, New York, 
Ohio, Oregon, Pennsylvania, Rhode 
Island, South Carolina, South Dakota, 
Vermont, Washington, Wisconsin, and 
Wyoming.” 





Kansas: art. 11, sec. 1; General Statutes Anno., 
sec. 79-201. 

Kentucky: sec. 170; Revised Statutes, sec. 132.560 
(1). 

Louisiana: art. 10, sec. 4 (3). 

Minnesota: art. 9, sec. 1; Statutes Anno., sec. 
272.02 (8) (a). 

Nebraska: art. VIII, sec. 2; Revised Statutes, sec. 
77-202 (4). 

New Mexico: art. 8, sec. 5; Statutes 1941 Anno., 
sec. 76-104. 

North Carolina: art. V, sec. 5; General Statutes, 
chap. 105, sec. 297 (8). 

North Dakota: art. XI, sec. 176; Revised Code, 
sec. $7-0221. 

Oklahoma: art. 10, sec. 6; Statutes Anno., chap. 
68, sec. 15.2 (12). 

Tennessee: art. 2, sec. 28; Williams Tennessee Code 
Anno., sec. 1085 (6). 

Texas: art. 8, sec. 1; Vernon’s Civil Statutes of the 
State of Texas Anno., Title 122, chap. 6, art. 7150 
(11). 

Uteh: art. XIII, sec. 2; Utah Code Anno., Title 
80, sec. 2-10. 

West Virginia: art. 10, sec. 1; Code of 1943 
Anno., sec. 678. 


2 Alabama: Code, Title $1, sec. 2 (j) and (q). 
The 1947 amendment which increased existing ex- 
emptions and added some new ones was held not to 
violate the constitutional provision (sec. 211) that 
all taxes shall be assessed in exact proportion to the 
value of such property. (Opinion of the Justices, 
249 Ala. 572, 32 So. 2d 297 [1947]). 

Connecticut: General Statutes, Revision of 1930, 
Title 10, chap. 62, sec. 1163 (24). 

Delaware: 1935 Revised Code, sec. 1258. 

District of Columbia: Code, 1940 ed., sec. 47- 
1208 (third). 

Idaho: Code Anno., 1932, sec. 61-105 (7). 

Iowa: Code, sec. 427.1. 
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The states of Arizona, Arkansas, IIli- 
nois, Missouri, Montana, Nevada, and 
Virginia do not appear to exempt house 
furnishings or personal property in their 
constitutions or by virtue of any legis- 
lative enactment. In the states of 
Indiana, Missouri, and Montana, it would 
appear that no tax exemption could be 
given by the legislatures, for they are 





Maine: Revised Statutes, chap. 81, sec. 6 (IV). 
The statute was amended to exclude radios from the 
exemption, apparently after the Supreme Judicial 
Court of Maine had held “a radio intended for the 
use, comfort, convenience and enjoyment of the 
owner in his home” to be an article of household 
furniture. The Court said that the scope of the law 
“is broad enough to include modern inventions 
which come within its meaning” (Inhabitants of the 
Town of Holden v. Ross James, 136 Maine 115, 
3A. 2d 431 [1939]). 

Maryland: Annotated Code, 1939, art. 81, sec. 7. 

Massachusetts: Annotated Laws, chap. 59, sec. 5. 
See Day v. City of St. Lawrence, 167 Mass. 371, 45 
N.E. 751 (1897); Sullivan v. Inhabitants of Town of 
Ashfield, 227 Mass. 24, 116 N.E. 565 (1917). 

Michigan: Statutes Anno., chap. 59, sec. 7.9. 

Mississippi: Code, sec. 9697 (1). 

New Hampshire: The Revised Laws, 1942, set out 
the items which are subject to taxation, but home 
furnishings are not among them. See chap. 73, sec. 
16. 

New Jersey: Statutes Anno., chap. 54:4-3.16. 

New York: Consolidated Laws, chap. 60, art. 1, 
sec. 3. 

Ohio: General Code, sec. 5328, provides only that 
personal property “used in business” is taxable. 

Oregon: Compiled Laws Anno., sec. 110-201 (8). 
Held to be constitutional in Allen v. Multnomah 
County et al., 179 Ore. 548, 173 P. 2d 475 (1946). 

Pennsylvania: The exemption dates from 1887. 
See Purdon’s Pennsylvania Statutes Anno., chap. 72, 
sec. 4782. 

Rhode Island: General Laws, chap. 29, sec. 2. 

South Carolina: Statutes at Large, Act No. 235, 
1947. 

South Dakota: Code of 1939, sec. 57.0311 (5). 

Vermont: Public Laws, Title 8, sec. 590 (VIII), 
amended by No. 14 of Acts of 1949. 

Washington: Remington’s Revised Statutes of 
Washington, Title 78, chap. 3, sec. 11111-7 (a). 

Wisconsin: Statutes, chap. 70.111 (1). The ex- 
emption provisions of Wisconsin were generally over- 
hauled by the Legislature in 1949. 

Wyoming: Compiled Statutes, 1945, Anno., sec. 
32-102 (third). 
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expressly forbidden to do so by the 
state constitutions. However, in the 
other four states just listed, the legisla- 
tures could, it would seem, grant tax 
exemption to furniture. Where the 
legislature has chosen to make such ex- 
emption (when not prohibited by the 
State constitution), the courts have 
generally upheld the action as con- 
stitutional. 


For a more accurate picture of the 
nature of the furniture exemption, it is 
necessary to examine the definition given 
in the various statutes. The majority 
of the states granting exemption to 
household furnishings refer to “* house- 
hold furniture,” “household and kitchen 
furniture,” ‘“‘ household furniture other 
than plate,” “ household tools and per- 
sonal effects,” “‘ household and other be- 
longings not for sale,” or use some simi- 
lar terminology. Among the remaining 
states, South Carolina speaks of “articles 
actPally provided for the present sub- 
sistence of the person or his family.” 
California, Colorado, Kansas, New 
York, North Dakota, and Tennessee 
apply their exemptions to personal 
property generally. New Mexico merely 
refers to “property.” The effect of 
this latter description is to limit further 
the exemption on house furnishings 
where there is a flat maximum on 
the amount of personal property which 
may be exempted from taxation. Of 


3 Indiana: Constitution, art. 10, sec. 1. See State 
ex rel. Morgan v. Workingmen’s Building, Loan Fund 
and Savings Association et al., 152 Ind. 278, 53 N.E. 
168 (1899); Oak Hill Cemetery Co. v. Wells, 38 
Ind. App. 479, 78 N.E. 350 (1906). 

Missouri: Constitution, art. 10, secs. 6 and 7. See 
Globe-Democrat v. Gebner, 316 Mo. 694, 294 S.W. 
1017 (1927) holding that no property is exempt un- 
less specifically exempted or unless it is by no law 
subject to taxation. 

Montana: Constitution, art. XII, sec. 2, and art. 
V, sec. 26. 
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course, this is no matter in New York, 
for instance, where all personal property 
is exempt from taxation. 

Keeping in mind the fact that the 
exemptions of the various states apply 
to more or less broad classifications, we 
can now give a rough breakdown of the 
house-furnishings exemptions by the 
amount of the exemption. In South 
Dakota, “‘ household furniture and pro- 
visions” are exempt up to $50. Cali- 
fornia,‘ Minnesota, New Jersey, North 
Dakota, Oklahoma, and Wyoming have 
exemptions up to $100. 

Colorado, Kansas, Nebraska, and West 
Virginia exempt household goods up to 
$200. The next classification is $250, 
and there we find Kentucky and Texas. 
In the group having an exemption of 
$300 are Georgia, Iowa, North Carolina, 
Rhode Island, and Utah. Idaho pro- 
vides an exemption to the amount of 
$400 of full cash value when the full 
cash value of the property “does not 
exceed $1,000.” Connecticut, Florida, 
Maine, and Maryland® allow $500 of 
household-furnishings exemptions to 
variously stated persons. 

Alabama exempts “ two mules or two 
horses, two cows, two calves, ten hogs, 
twenty sheep, twenty goats, household 
and kitchen furniture not to exceed in 


4An attempt to enlarge the California exemption 
failed to pass the 1949 Legislature. See Assembly 
Bill No. 2799 and amendments. 


5A letter from the Secretary of the State Tax 
Commission says in part: “ All of the local authorities 
exempt the same property from local taxation ex- 
cept seven counties, which represents about 15 per 
cent of the total. In other words, in Maryland 85 
per cent of all household furniture and fixtures is 
exempt from taxation, whereas seven counties, repre- 
senting 15 per cent, tax for local purposes only. In 
these seven counties the first $100 is exempt and only 
the valuation in excess of $100 is subject to tax- 
ation.” 
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the aggregate five hundred dollars and 
one sewing machine.” In addition the 
following items of personal property 
when owned by individuals for per- 
sonal use in the house of the owner are 
exempt: libraries, phonographs, pianos, 
and other musical instruments, paint- 
ings, precious stones, jewelry, plate 
silverware, ornaments and articles of 
taste, watches and clocks, wagons, 
buggies, bicycles, guns, pistols, canes, 
golf sticks, golf bags, and sporting 
goods, money hoarded, radios, and 
mechanical and electric refrigerators. 
At $1,000 we find the District of 
Columbia, Louisiana, Massachusetts, 
Michigan, and Tennessee. And in 1949, 
by No. 14 of the Acts of 1949, the 
Vermont Legislature exempted from 
taxation household furniture of every 
person not exceeding $3,000 in value. 
The previous exemption had been only 
$500. / 
At this writing there are at least 
ten states which have seen fit by con- 
stitutional provision or legislative enact- 
ment to place no limitations on the 
amount of house furnishings which are 
exempt from personal property taxa- 
tion. These include Delaware, Missis- 
sippi, New Hampshire, New York, 
Ohio, Oregon,® Pennsylvania,’ South 


6 Sec. 110-201 of Oregon Consolidated Laws An- 
notated lists property exempted from taxation. 
Paragraph 8 reads: “ All household furniture, goods 
and furnishings actually in use by the owner thereof 
in his or her dwelling place or abode and not for 
sale or in commercial use; also all wearing apparel 
and other personal effects held by amy person for his 
or her exclusive use and benefit and not for sale or 
commercial use.” 


7 However, it appears that any municipality or 
school district could impose a tax on house furniture 
and furnishings by ordinance or resolution under the 
provisions of Act No. 481 of 1947, as amended by 
Act No. 246 of 1949. 
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Carolina,* Washington, and Wisconsin. 


In some states practice of the assessor 
may result in de facto exemption, despite 
the absence of constitutional or statutory 
exemption. In Illinois, for example, 
although the revenue statutes provide 
that all property is taxable, the Asses- 
sor’s Manual recognizes the existence of 
a practice of assessing certain classes of 
personal property at less than fair cash 
value. This practice is described as en- 
tirely unofficial, but the manual states 
that where such practice is followed, 
uniformity must, nevertheless, prevail. 
And the assessor of Cook County, IIli- 
nois, has declared that he will no longer 
assess “‘ average household furniture and 
furnishings.” ° 

Although we have made no compre- 
hensive survey of it, it should be noted 
that the basis of assessment will have a 
very real effect on the ultimate exemp- 
tion. Some states declare that assess- 
ment must be at the full cash value, 
others at some fraction of the “ true 


8Statutes at Large of South Carolina, Act No. 
235, 1947, sec. 1, declare that “All household 
goods and furniture used in the home of the owner 
of such goods and furniture are hereby exempted 
from taxation.” 


® The Cook County assessor has said (in the Sup- 
plementary Information Sheet for Individual Re- 
turns, 1948): ‘“* The value or lack of value of certain 
items of this class of property [household furniture 
and furnishings] is questionable. The facts disclosed 
as the result of a comprehensive survey have con- 
vinced me that the average household furniture and 
furnishings have no value for assessment purposes. 
Consequently owners of ordinary household furni- 
ture and furnishings are not required to list same. 
The contrary is true of certain items of this class of 
property when it consists of oriental rugs, antiques, 
oil paintings, valuable tapestries, silver, gold and 
chinaware; and any and all other articles of house- 
hold furniture and furnishings for which a market 
value exists. Therefore, owners of this last 
mentioned class of household furniture and furnish- 
ings will list their property at its fair cash value.” 
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and full value.” Thus Iowa, which 
provides exemption of household furni- 
ture to the taxable value of $300, re- 
quires that personal property be assessed 
at 60 per cent of its actual value. This 
makes an effective exemption of $500. 
In view of the further exemption in the 
statute of “ kitchen furniture, beds and 
bedding requisite for each family,” 
it would appear that the ordinary house- 
hold furniture of an Iowa family is en- 
tirely exempt from taxation. 

Another tendency among assessors 
may be noted. When the exemption is 
relatively small and covers all kinds of 
personal property, assessors, in rural dis- 
tricts especially, will often use a low 
value on household goods in order that 
farmers, for instance, may obtain an 
exemption on other property subject to 
assessment, up to the point where total 
assessed value reaches the statutory 
limitation.’° 

A final point about the scope of the 
exemptions concerns the persons to 
whom the exemptions are granted. In 
some states, as, for example, South 
Dakota, the exemption is granted to 
each individual; in other states, as in 
Colorado, exemption is narrowed to per- 
sons who are heads of families. 


Case for Expansion of House- 
Furnishings Exemptions 


There are at least two substantial rea- 
sons why it appears that there should 
be unlimited exemption of household 
furnishings. First, if any taxpayer has 
so little income or property that tax- 
ation would tend to make him a public 


10 This could account, for example, for the com- 
paratively low valuation of household furniture and 
fixtures showr, in the Biennial Report of the 
Wyoming State Board of Equalization, 1947-48, 
p. 82. 
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charge, the state normally is justified in 
exempting that income or property 
from any tax whatsoever. Exemptions 
of small amounts of personal property 
and initial exemptions under income and 
death taxes are the most common ex- 
pressions of this philosophy. As one 
great writer on the law of taxation has 
commented, this particular type of ex- 
emption is so reasonable that it readily 
receives universal assent as proper and 
politic.” 

The second important reason for ex- 
empting house furnishings from prop- 
erty taxes is the administrative difficulty 
of assessing and collecting the tax. Let 
us take Los Angeles County, California, 
as an example. That county now has 
more than 1,300,000 dwelling units in 
addition to trailers or similar types of 
housing. According to law, the assessor 
must send a deputy to view the contents 
of each of these residential units to ap- 
praise their value every year. The 
deputy is expected to obtain a signed 
statement of value. It must pass 
through many clerical hands to find a 
place in the files, on the punched card, 
on the tax roll, and on the tax bill. In 
many cases suit is brought in the small 
claims court to collect from delinquents 
who do not own real estate, thus com- 
pounding the costs borne by other tax- 
payers. More deputy-assessor calls have 
to be made to assess household furniture 
and furnishings than for all other an- 
nual assessments. As the County area 
is 4,080 square miles, the expense is 
heavy for transportation as well as for 
the appraisers’ time and clerical work. 
Since 1943, according to a study by 
United Taxpayers, Inc., the county as- 


11Thomas M. Cooley, The Law of Taxation, 
Fourth ed. (1924), vol. 2, sec. 651. 
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sessor’s annual budget has been increased 
to more than $3,000,000 and is nearly 
double that of 1943-44.!? Costs have 
risen in the auditor’s and the tax col- 
lector’s offices in like proportion. 

Tangible personal property frequently 
is difficult to locate and examine. The 
result is that the assessor may make his 
evaluation quite arbitrarily, and the 
property owner comes to regard the 
entire procedure as an injustice and a 
nuisance. Courts have repeatedly re- 
garded this prying into intimate domes- 
tic affairs of the people as not being 
justified by the relatively small amount 
of revenue derived. 

The inability of assessors to place all 
legally taxable property on the assess- 
ment rolls results in a kind of evasion 
of much potentially taxable property, 
including furniture. It is not surpris- 
ing, therefore, that we should read in a 
report by the Illinois Revenue Commis- 
sion made as early as 1886 that the sys- 
tem of taxing personal property was 
** debauching to the conscience and sub- 
versive to the public morals—a school 
for perjury, promoted by law.” * 

When, in 1937, the Cook County, 
Illinois, assessor announced that he 
would not assess persons with personal 
property which was valued at less than 
$400, he declared that only about 6 per 
cent of the nearly 600,000 property 
owners affected paid their taxes, that 


12 Assessment and Taxation of Housebold Fur- 
nishings (Los Angeles, 1948). 


13 Quoted in a note, “Taxation of Intangibles 
Under the Illinois General Property Tax,” Illinois 
Law Review XXV (1941), 716, 723, n. 51. It has 
been pointed out that in some states inability to 
secure execution against very small property owners 
has gone a long way toward demoralization of tax 
collection machinery (James W. Martin, Tax Exe 
emptions [Tax Policy League, Inc., 1938], chap. 1, 
n. 11). 
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only $250,778 was collected of $3,931,- 
750 levied. This represented about 1 
per cent of the total of $24,728,038 of 
personal property taxes collected. The 
assessor estimated at that time that Cook 
County lost about $650,000 a year in 
attempting to tax small holdings of per- 
sonal property. It cost $900,000 to 
assess and collect taxes in this group, 
and the return was only $250,000. 

A letter to the writer from the de- 
partment of taxation of one state con- 
tains the following passage: 


Approximately 65 per cent of all house- 
hold assessments are on homes of people of 
very small incomes and in gross amounts 
ranging from $420 to $540, with assessed 
valuations from $105 to $135. After the 
regular exemption of $100 has been de- 
ducted by the county auditor, the balance 
on which taxes are collected varies from $5 
to $35. Assuming that the tax rate is 100 
mills, the tax collectible on a $5 net assess- 
ment would be $.50 and the amount of 
$3.50 would be due from an assessed value 
of $35. If the cost of making and collect- 
ing, which amounts to $2.80 per assessment, 
is taken into consideration it would seem 
foolish to make assessments that would pro- 
duce a tax of only $.50 to $3.50.... Ap- 
proximately 25 per cent of our total budget 
is spent in making such assessments and re- 
sults in less than 2 per cent of the total 
revenue, if all collected .... 


Another state tax commission writes 
that, while the cost of the collection of 
taxes on household goods is no greater 
proportionately: than the collection of 
any other personal property tax, in ac- 
tual practice “the assessment of house- 
hold furniture is pretty well ignored in 
many of the counties of the state.” 

It seems that the cost of assessing, 
collecting, and accounting for the taxes 
on furniture amounts to more than the 
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revenue produced, even when a serious 
attempt is made to collect these taxes. 


It would hardly be fair, after this 
catalogue of sins, to omit the arguments 
advanced by those who oppose all ex- 
emptions or, at least, the extension of 
any existing exemptions. For example, 
it has been said that whenever property 
of any kind is exempted from taxation, 
an increased tax burden is thrown upon 
taxable property. In effect, it is con- 
tended, a tax exemption differs little 
from a direct contribution by the state 
treasury to the owner of the property 
large enough to pay his taxes. One 
writer has, in fact, complained that 
similarity of a tax exemption to a pay- 
ment from the state treasury seems never 
to be considered. A legislature may 
feel quite virtuous after exempting 
family portraits, musical instruments, 
or Angora goats from taxation, but a 
storm of protest would be loosed should 
this same body of lawmakers frame a 
bill to pay all taxes assessed against 
farmers to the extent that those taxes 
are increased by goat ownership. In 
this respect, apparently, there is no 
difference between Angora goats and 
furniture.’* 

Another writer, after analyzing much 
historical material and judicial opinion, 
concludes that “ The final judgment, 
therefore, is against all forms of exemp- 
tion from property taxes, except in the 
case of certain intangibles and in the 
case of publicly owned property situated 
within the owning district. Even in 
the latter case, exemption is not always 
justified. It is custom and tradition 
together with political expediency that 


14 Norman F. Baker, “Tax Exemption Statutes,” 
Texas Law Review, VII, 50, 385; VIII, 196 (192% 
1930). 
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postpone the realization of the ideal sys- 
tem where tax exemption no longer 
exists.” *° 

There is even a dispute concerning the 
allegedly high cost of the collection of 
these taxes. A letter from the tax com- 
mission of one state contains the follow- 
ing passage: “ The cost of collecting 
tangible personal property tax on 
furniture is relatively small. It might 
amount to as much as one-third of 
1 per cent in some instances, but as tan- 
gible personal property covers a range 
from a spoon, a chair and a table to 
heavy machinery, the segregated cost of 
household furniture would be relatively 
small because, aside from the cost of the 
paper and the postage, all that is col- 
lected is clear. In other words, ... [the 
state] profits much by taxing, all per- 
sonal property and by so doing, even 
though it purely relates to household 
furniture, affords the opportunity to all 
to contribute something to the cost of 
government from which all enjoy 


benefits.” 


Nevertheless, for the reasons set out 
before, most authorities feel that, as a 
matter of sound public finance and 
furtherance of public good, all house- 
hold furniture and personal effects 
should be entirely exempted from the 
property tax.'® Certainly, the trend is 
to enlarge such exemptions. 


15 Claude W. Stimson, “Exemption from the 
Property Tax in California,” California Law Review, 
XXI (1933), 193, 220. 


16 J. L. Jacobs says: “As a matter of principle 
and good practice, exemption should be provided only 
for such classes of tangible personalty as are unpro- 
ductive in character and to which sound criteria 
supporting exemptions usually apply. These include 


such tangible personalty items as household goods 
and furnishings and personal effects” (‘ Exemption 
of Tangible Personalty,” in Tax Exemptions [Tax 
Policy League, Inc., 1938], p. 149). See also Alfred 
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Conclusion 


Granted the persuasiveness of the 
arguments in favor of exemption of 
furniture and personal effects from 
property taxes, what is needed to se- 
cure such exemption in those states 
where it does not exist? 

First, it would seem clear that the 
public and its legislative representatives 
must be educated about the positive cost 
of not granting exemption and the bene- 
fits gained from exemption. The Cali- 
fornia householder’s exemption, for 
example, was inserted in the State 
constitution at the insistence of the 
working classes of the State.17 The 
absence of furniture exemptions seems 
to be merely the result of lack of in- 
formation and inactivity rather than 
of any definite desire to keep the ex- 
emptions low or ta eliminate them al- 
together. 

Political action is also needed in those 
states where the exemption or lack 
of it is part of the state constitution. 
Obviously, the constitution will have to 
be amended to enlarge the exemption or 
to remove furniture completely from 
taxation. This is usually a more diffi- 
cult process than simple legislative ac- 
tion in those cases where the constitution 
says nothing about the furniture. 

We have already noticed the admin- 
istrative techniques of debasement, 
undervaluation, or omission of certain 
classes of property such as household 
furniture or intangibles. But these are 
practices not to be recommended. There 





G. Buehler, Property Taxes (Tax Policy League, Inc., 
1939), chap. viii; Jens P. Jensen, Property Taxation 
in the United States (1931), pp. 155-56; Harold 
Hughes, “ Tax Exemptions,” Tennessee Law Review, 
XIII (1935), 79, 85. 


17 Stimson, op. cit. 
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should be, instead, clear legislative au- 
thority to exempt household furnish- 
ings, thus making the exemptions quite 
legal, securing the tax rolls against tax- 
payers’ suits, and freeing the exemption 
from the whims of the assessing office- 
holder. 

As we have seen, full household ex- 
emption should put no strain on the 
public treasury. There will often be a 
net gain by reason of the avoidance of 
the costs of the manifold services which 
householder assessments, auditing, bill- 
ing, and collecting entail. (Indirectly, 
of course, since furniture occupies space, 
it is reached through real estate taxes.) 

Even when there is an immediate— 
and probably negligible—loss to the 
public treasury, exemption will be a 
social gain. Householders will buy 
more and better things when they real- 
ize that such purchases do not impose 
a perpetual tax increase. Occupiers of 
rental units will be more inclined to 
own their furnishings, not only to ob- 
tain lower rent, but in order to have 
better-furnished quarters. 

Exemption of household furnishings 
will reduce housing costs to new home 
owners, in particular to those who have 
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been compelled to pay top prices for 
both houses and furnishings. This pro- 
tection against tax jeopardy will also 
make the financing of home furnishings 
easier and less costly. 

As the Supreme Court of Oregon 
recently summed up the matter: “‘ The 
exemption of household furniture gen- 
erally would appear to be justifiable in 
principle. Such exemption tends to 
encourage the establishment and main- 
tenance of families in households, and 
to engender a sense of family security— 
purposes somewhat akin to the humani- 
tarian sentiments under which the im- 
plements whereby a person habitually 
earns his living (e.g., the tools of a 
mechanic) and certain basic minima of 
the means of subsistence are exempted 
from execution....” 78 


18 Allen v. Multnomah County et al., 179 Ore 
$48, 173 P. 2d 475 (1946). One judge dissented on 
other grounds. Supervisor Leonard J. Roach, of the 
Los Angeles County Board of Supervisors, commented, 
after the Board had adopted a motion recommending 
State legislation to exempt from taxation all personal 
property valued at $1000 or less, that such ex- 
emption would “lessen the burden on hundreds of 
thousands of persons who are least able to pay taxes, 
and remove the penalty on thrift from those who 
possess a minimum of life’s necessities” (Los Angeles 
Daily News, March 10, 1949). 
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EFFECT OF FEDERAL OWNERSHIP OF REAL 
ESTATE UPON LOCAL SELF-GOVERNMENT 
IN THE DISTRICT OF COLUMBIA 


KENNETH P. ARMSTRONG * 


© page PAPERS presented at the Fifth 

Round Table of the 41st Annual 
Conference of the National Tax Asso- 
ciation, held in Denver in 1948, pointed 
out the danger to local autonomy of 
large amounts of tax-exempt real estate 
in Federal ownership. In one of the 
papers Mr. Edward T. Mancuso, of San 
Francisco, said that “local tax insol- 
vency and destruction of home rule may 
be the inevitable results.”* Following 
the discussion of this subject the Asso- 
ciation authorized appointment of a 
committee “ to undertake a comprehen- 
sive study of the problem of exemption 
of federal property from state and local 
taxes and possible solutions of such 
problem.” ? 


It was not brought out in this dis- 
cussion that what Mr. Mancuso fears 
happened some seventy-five years ago 
in the District of Columbia, which, as 
the seat of the Federal Government, has 
more tax-exempt real estate than any 
other urban community of comparable 
size. The paper presented by Mr. Wil- 
liam H. Press of the Washington, D. C., 
Board of Trade, and the discussion by 


* The author is a consulting engineer in Washing- 
ton, D. C., and was formerly chairman of the Com- 
mittee on Fiscal Relations and Taxation of the 
Federation of Citizens’ Associations of the District 
of Columbia. 


1 Proceedings, p. 290. 


2 Ibid., pp. 515, 571-73. 


Dr. Chester B. Pond and others were 
statistically informative, but misleading 
in some respects.* They gave the im- 
pression that the District of Columbia 
never had local self-government, or 
“home rule,” and that the present anom- 
alous situation of government of the 
nation’s capital city by the Congress of 
the United States and commissioners ap- 
pointed by the President has always 
existed. Such is not the case. 

It was not the intention of the fram- 
ers of the Constitution that the power 
granted to Congress to “exercise ex- 
clusive legislation” over the district 
which was to become “ the seat of the 
government of the United States” * 
should be used to deprive the residents 
of that district of the right to manage 
their own local affairs, nor were they 
so deprived during the first three-quar- 
ters of a century of the existence of the 
District of Columbia. That depriva- 
tion came in 1874 as the result of 
threatened bankruptcy caused by con- 
tinued failure of the Federal Govern- 
ment to make adequate payments to 
the local budget in lieu of taxes. 


Early History of the District 


When the District of Columbia was 
first constituted it contained two in- 
corporated cities, Alexandria in Virginia 


3 Ibid., pp. 302-11. 


4U. S. Constitution, art. I, sec. 8, clause 17. 
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and Georgetown in Maryland. These 
cities had elected city governments with 
the usual municipal powers, including 
those of taxaticn and appropriation of 
tax revenues. When Congress assumed 
jurisdiction of the District in 1800, fol- 
lowing cession of this area to the Federal 
Government by the states of Maryland 
and Virginia, it did not disturb these 
local governments.° Two years later 
Congress incorporated the City of 
Washington, giving it an elected gov- 
ernment with similar powers.® Alex- 
andria was ceded back to Virginia in 
1846, along with all that portion of the 
District south of the Potomac River,’ 
but the cities of Washington and 
Georgetown continued as self-govern- 
ing units until 1871.° 

At first, Georgetown and Alexandria 
did not have the problem of tax-exempt 
real estate, because there was little or 
no Federally owned property within 
their boundaries. The City of Wash- 
ington, however, started with more than 
half its area in streets, avenues, alleys, 
and parks and some 20 per cent of the 
remainder in Federal ownership. Its 
taxable resources were, therefore, 
severely limited. In the beginning, 
such municipal services as were required 
by the properties of the Federal Gov- 
ernment were necessarily supplied at 
Federal expense. As the new city grew 
up around the Federal buildings it took 


52 Stat. 103, chap. 15, sec. 16. 
62 Stat. 195, chap. 53. 
79 Stat. 35, chap. 35. 


8 Cf. 2 Stat. 721, chap. 75; 3 Stat. 583, chap. 
104; and 9 Stat. 223, chap. 42—relating to the City 
of Washington; and 2 Stat. 537, chap. 30; 4 Stat. 
183, chap. 111; 4 Stat. 426, chap. 229; 10 Stat. 
633, chap. 45; 11 Stat. 32, chap. 84; and 12 Stat. 
405, chap. 82—relating to the City of Georgetown. 
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up the burden of serving its own popu- 
lation and the Federal properties as well. 
For these services, and in lieu of taxes, 
Congress from time to time appropri- 
ated lump sums to the municipal budget, 
but in amounts which were inadequate 
for the needs of the small but rapidly 
growing municipality. Prior to 1835 
Congress had appropriated about 25 
per cent of the total municipal ex- 
penditures. This was grossly in- 
sufficient. The city became heavily 
in debt and appeals were made to Con- 
gress for relief. A committee of Con- 
gress investigated the matter, and con- 
cluded that the Federal Government 
should pay at least 50 per cent of the 
municipal budget each year. No specific 
action was taken, but during the next 
thirty-five years the lump-sum pay- 
ments by Congress were larger, aggre- 
gating some 41 per cent of the total 
expenditures by the municipality dur- 
ing that period. But this was still in- 
sufficient to allow much expenditure for 
capital improvements. 


Aftermath of the Civil War 


The aftermath of the Civil War 
brought about a large increase in the 
population of the City of Washington, 
and a tremendous strain upon its limited 
municipal facilities. Owing to lack of 
funds for capital improvements there 
were then very few paved streets, sewer- 
age facilities were quite sketchy, and 
the only water supply, other than for 
the Federal buildings, was from public 
or private wells. Despite this inade- 
quacy of municipal facilities the city 
had again accumulated a large debt. 
Large property owners, and other people 
of means, feared that confiscatory taxes 
would be levied. Appeals were again 
made to Congress for relief. At this 
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time it was suggested by some persons 
that the Federal Government might be 
persuaded to take over the entire burden 
of municipal expenses, though it might 
require that local autonomy be abolished 
and management of the city turned over 
to Congress. 

Meanwhile the population had spread 
beyond the boundaries of the cities of 
Washington and Georgetown, and there 
was a rather general opinion that the 
entire area of the District of Columbia 
should be constituted a single govern- 
mental unit, so that all its residents 
could be required to help with the tax 
burden. Also, many citizens were con- 
cerned with the difficulties encountered 
in getting Congress, busy as it was with 
national affairs, to act upon matters re- 
quiring substantive legislation, which 
elsewhere are handled by state legisla- 
tures. It was therefore suggested that 
the local government be given legisla- 
tive powers such as are exercised by the 
territories. The result of these sug- 
gestions was the passage by Congress in 
1871 of the “Legislative Assembly 
Act” which abolished the municipal 
corporations of Washington and George- 
town and set up a new government for 
the District of Columbia somewhat 
similar in form to those of the Western 
territories at that time.® 

This legislation was obviously a com- 
promise between conflicting ideas of 
what was best for the District. It 
proved to be an unfortunate compro- 


_ mise. Though it professed to delegate 


full legislative powers to a “ legislative 
assembly,” it provided that the mem- 
bers of one of the two chambers which 
constituted that body should be ap- 
pointed by the President of the United 


916 Stat. 419, chap. 62. 
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States. It also provided for a territorial 
Governor, a Board of Public Works 
and a Board of Public Health, all ap- 
pointed by the President. The only 
persons elected by popular vote were the 
members of the lower chamber of the 
“ legislative assembly ” and a delegate in 
Congress. The act gave large author- 
ity to the Governor and the appointed 
boards, with little or no control by the 
assembly, but failed to make any pro- 
vision for payments by Congress to the 
local budget. Thus, despite its pro- 
fessed intention of giving more “ home 
rule” to the citizens of the District of 
Columbia, this legislation actually took 
from them a considerable measure of 
local autonomy without conferring any 
compensating benefit in the form of 
mandatory financial aid by the Federal 


Government. The first step toward 
** destruction of home rule” was thus 
taken. 


The Board of Public Works, in col- 
laboration with the Governor, em- 
barked upon an ambitious program of 
public improvements, with no assur- 
ance that funds would be available to 
pay for them. These improvements 
were necessary. They literally “ lifted 
Washington out of the mud.” Streets 
were graded and paved, sidewalks were 
laid, trees were planted. Sewers were 
constructed, water mains were laid and 
connected with the Federal water sup- 
ply system. The city began to lose the 
appearance of a frontier town, and to 
look more like the capital city of a great 
nation. It is charitable to presume 
that Governor Shepherd and his Board 
of Public Works believed that Congress 
would recognize its moral obligation to 
the nation’s capital city and appropriate 
at least a substantial portion of the cost 
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of these improvements. 
did not do so. The cost was far beyond 
the ability of the citizens of the District 
to pay, and bankruptcy loomed. The 
threat of a capital levy caused property 
owners to petition Congress to take over 
the local government. 


Abolition of Local Autonomy 


In 1874 Congress summarily abolished 
the territorial government and provided 
for appointment by the President of 
three commissioners to act as receivers 
in bankruptcy.” Investigations were 
made of allegations of mismanagement 
and extravagance by the territorial gov- 
ernment, but nobody was found culp- 
able. All obligations incurred and ex- 
penditures made were found to have 
been in accordance with law. The 
simple fact was that the District of 
Columbia was not wealthy enough to 
pay for these necessary public improve- 
ments, largely because of tax exemp- 
tion of Federally owned real estate. 
Again, a committee of Congress found 
that the Federal Government should, in 
equity, pay at least 50 per cent of the 
costs of the local government. 

For four years Congress debated upon 
a form of government for the District 
of Columbia, and the amount the Fed- 
eral Government should pay toward its 
support. The citizens had been de- 
prived of all right of expression through 
the ballot, and the most powerful voices 
were those of propertied interests who 
were willing to exchange the citizens’ 
supposedly inalienable right of self-gov- 
ernment for assurance of adequate fi- 
nancial support by the Federal Govern- 
ment. It was an easy matter, therefore, 
for Congress, in 1878, to make the tem- 


1018 Stat. 116, chap. 337. 
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porary appointive form of government 
permanent, and to couple with that law 
a mandatory provision for payment by 
the Federal Government of 50 per cent 
of all local government costs there- 
after." 

The government which this so-called 
“Organic Act of 1878” set up con- 
tained no vestige of local autonomy, 
Except for very limited ordinance- 
making authority, the Commissioners 
had none of the powers ordinarily exer- 
cised by municipal governments. In 
effect, Congress acted as the city coun- 
cil. The ponderous machinery of the 
Federal Government is not geared for 
such work, and the result was ineffi- 
ciency and waste. However, for many 
years this was covered up by the mu- 
nificence of the Federal payment. Un- 
der this plan the District grew and pros- 
pered. Superficially, at least, it became 
a metropolis worthy of being the na- 
tion’s capital. But this prosperity came 
to an end eventually, though the transi- 
tion was quite slow at first. 


The Federal “ Contribution” and the 
District Bud get 


What Congress can give, Congress 
can take away. Nothing short of a 
Constitutional amendment can bind a 
succeeding Congress to the acts of its 
predecessor. Any mandatory provision 
for a Federal payment enacted by one 
Congress can be changed by a succzed- 
ing Congress. The wonder, therefore, 
is that the “ 50-50 plan” was adhered 
to for more than forty years. It was 
bitterly attacked in every Congress. It 
came to be called a “ contribution ” in- 
stead of a payment in lieu of taxes, and 
it was used as an excuse for many acts 


1120 Stat. 102, chap. 180. 
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of injustice not contemplated by the 
Organic Act. 

Though the Organic Act provided 
that Congress should appropriate 50 
per cent of so much of the Commission- 
ers’ budget as it approved, Congress 
soon took upon itself the duty of mak- 
ing budget allocations in detail, not 
only eliminating some of the items in 
the Commissioners’ budget, but also 
adding items of its own, some of them 
being of strictly national interest, no 
part of which should, in equity, have 
been saddled upon the local taxpayers. 
The Organic Act required that the 
Commissioners’ budget be submitted to 
the Secretary of the Treasury for re- 
view, and that his comments and sug- 
gestions thereon be transmitted to Con- 
gress, together with the Commissioners’ 
budget.’* By the Budget and Account- 
ing Act of 1920 this duty was trans- 
ferred to the Bureau of the Budget. As 
time went on the Treasury Depart- 


‘ment, and later the Budget Bureau, sent 


its own budget to Congress, eliminat- 
ing the Commissioners’ budget from 
further consideration. The Commis- 
sioners were prohibited from advocat- 
ing before Congress any item not ap- 
proved by the Treasury Department or 
the Budget Bureau, even though it 
might have been included in the budget 
originally submitted by them. The 
citizens could, of course, appear before 
Congressional committees in support of 
any proposal, but they were frequently 
given scant consideration. Personal 
contact with key members of the appro- 
priations committees became more effec- 
tive than logical presentations at Con- 
gressional hearings. As time went on, 
public hearings were superseded by exec- 


12 Tbid., sec. 3. 
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utive sessions, and the taxpayers were 
kept in ignorance of what transpired 
until the committee’s report was made 
public. Individual citizens, or groups 
of citizens, who wanted to secure an 
appropriation for any particular project 
perforce became lobbyists, and the most 
influential lobbyists were organizations 
representing big business and financial 
interests, who also came to exercise great 
influence in appointments to member- 
ship on the Board of Commissioners. 
The Commissioners were prohibited 
from submitting a budget in excess of 
twice the amount of revenue estimated 
to be available for the fiscal year, even 
though essential items might thereby be 
omitted. Congress developed a practice 
of paring down the Commissioners’ 
budgets to less than the total amount 
submitted. Surplus revenues were thus 
accumulated, which led to demands in 
Congress for revision of the 50-50 plan, 
on the premise that the District could 
afford to pay a larger proportion of the 
costs. Congress, by a rider to the ap- 
propriation act for the 1922 fiscal year, 
reduced the Federal payment to 40 per 
cent. Three years later it ignored its 
own law and instituted the practice of 
appropriating lump sums annually. 
These at first approximated 40 per cent 
of the budget, but by the dual process 
of increasing budgets and decreasing 
lump sums, the percentage went down 
and down through the years until it 
threatened to vanish altogether, though 
Congress continued to act as a munic- 
ipal council for the City of Washing- 
ton, now grown into a metropolis of 
nearly one million people. Only in the 
last two years has the lump sum been 
increased in any appreciable amount. 
This year it is approximately 12 per cent 
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of the total budget. Yet at the present 
time more than 50 per cent of Wash- 
ington’s real estate, exclusive of streets, 
alleys, and public parks, is exempt from 
taxes, and all but a minor fraction of 
this tax-exempt property is owned by 
the Federal Government. 


Conclusion 


It is not the purpose of this paper 
to present statistics, but to give an actual 
example of loss of local self-govern- 
ment resulting from exemption from 
taxes of real estate owned by the Fed- 
eral Government. The Constitutional 
guarantee of a republican form of gov- 
ernment in the states may safeguard 
other communities from a fate as drastic 
as that which befell the District of 
Columbia. Yet who knows to what 
lengths some communities may go when 
municipal bankruptcy is threatened. 

Seventy-one years ago the people of 
the District of Columbia sold their 
birthright of local self-government for 
a mess of pottage in the form of Fed- 
eral aid. Now the pottage is all gone 
and only the mess remains. It may be 
said that those who have so little faith 
in the American form of government 
that they would make such a trade de- 
serve the worst that could happen to 
them, but it must be remembered that 
it was not the people of the District of 
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Columbia as a whole who asked that 
home rule be taken from them. They 
were given no opportunity to vote on 
the matter. It was a small fraction of 
the population, consisting mainly of 
large property owners and business in- 
terests, who favored this fatal trade, and 
it is the same interests who today are 
opposing the efforts of patriotic Ameri- 
can citizens to restore democracy to the 
capital city of the world’s greatest 
democracy. 

The experience of the District of 
Columbia should serve as a warning of 
the dire results which may ensue to 
local communities if the Federal Gov- 
ernment acquires large areas of real es- 
tate and improves them for its own use. 
The local community cannot, for its 
own protection, refuse to furnish 
municipal services to these properties, 
though they pay no taxes. It points out 
the necessity of a national policy which 
will require that local governments be 
reimbursed for such services by pay- 
ments in lieu of taxes, and that such 
payments be made without strings at- 
tached. Local self-government is the 
cornerstone of the American system, 
and encroachments upon it, whether in 
the nation’s capital city or elsewhere, 
can only serve to undermine that sys- 
tem which gives the greatest measure of 
human freedom in the world. 
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AVERAGING OF INCOME FOR TAX PURPOSES: 
EQUITY AND FISCAL-POLICY 
CONSIDERATIONS 


CHARLES C. HOLT * 


NDER the present United States 

individual income tax system the 
tax is based only on the income of the 
current year. Except for carry-over of 
net operating losses, no account is taken 
of the, taxpayer’s income in previous 
years, |In a dynamic economy such a 
tax system produces inequities which 
would be augmented if counter-cyclical 
Variations in tax rates were to be in- 
stituted. This paper is devoted to the 
exploration of some of these inequities, 
the examination of some alternative 
systems which have been used or pro- 
posed, and the presentation of a new 
system for basing the individual income 
tax on average income with provision 
for counter-cyclical changes of tax 
rates, 


Operation of the Present Income Tax 


| The present Federal income tax sys- 


| tem has three major weaknesses: 


First, an inequity results from the 
| fact that fluctuating incomes are 
penalized under the progressive tax 
schedule. The tax will be heavier on an 
income stream which fluctuates from 
year to year than on a constant income 
having the same average. This penalty 
occurs because the marginal tax rate of 
the progressive tax schedule is higher at 
higher incomes. (The marginal tax 
| fate is the quotient of an increment in 


* The author is a graduate student in economics 
at the University of Chicago. 


tax divided by the corresponding incre- 
ment of income.) Fluctuations in in- 
come above the average are taxed at in- 
creasing marginal rates; fluctuations 
below the average reduce the tax, but 
the reductions are calculated at decreas- 
ing marginal tax rates. Thus the extra 
tax paid in high-income years exceeds 
the tax reduction in low-income years. 
The size of the penalty depends on the 
amount of change in the marginal tax 
rate which occurs within the range of 
the income fluctuation. The greatest 
jump in marginal tax rate occurs at the 
exemption income fevel. Consequently, 
low incomes which fluctuate about the 
exemption level are especially vulnerable 
to this type of penalization. 
) The second weakness is the inequity 
caused by interaction between fluctu- 
ating incomes and fluctuating tax rates. 
Tax-rate changes penalize taxpayers 
who happen to have high incomes in 
high-rate years and low incomes in low- 
rate years, while a bonanza is received 
by taxpayers whose high-income years 
coincide with low-tax-rate years. This 
type of inequity makes possible partial 
avoidance of tax by those taxpayers who 
are able to shift income realization over 
time. Should a systematic counter- 
cyclical tax policy be undertaken, this 
type of inequity would assume increased 
importance. 

A third weakness is the difficulty of 
making counter-cyclical changes in tax 
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rates. The political struggle between 
high-income and low-income groups 
which ensues when any change is pro- 


posed for the progressive tax schedule | 


makes it difficult to consider short-run 
changes in rates for counter-cyclical 
purposes. 

The foregoing weaknesses of the 
present income tax system suggest the 
(desirability of some type of averaging of 
income for tax purposes. However, the 
advantages of the present system must 
mot be forgotten in seeking improve- 
ment. Among the good points which 
should be preserved are: 
|“First, the current discharge of a 
‘simply computed tax is an important 
feature. The tax on a year’s income is 
paid by March of the following year 
and the matter is closed. There are no 
major refunds, tax liabilities, or data 
which must be carried over into the 
computation of taxes of subsequent 
years. 

Second, the tax is responsive to cur- 
rent-income without lag. This means 
that when a taxpayer has a high income, 
he bears a high tax for that year. 

Similarly a low income calls for a low 
tax. This aspect of the present system 
is convenient for the individual tax- 
payer and is also important to the gov- 
ernment because of its fiscal-policy im- 
plications. Even with a fixed progres- 

, sive tax schedule, changes in income 

produce larger than proportionate 
changes in tax revenue. Such auto- 
matic changes in tax yields contribute 

a counter-cyclical pressure often called 

built-in flexibility. 


Averaging Systems 


_ Systems of averaging can be designed 
|to avoid inequities resulting from 
‘fluctuating incomes and tax rates. 
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|Averaging can prevent penalties by 
| smoothing out fluctuations. The longer 


| ' the period over which data are averaged 


the less the fluctuations and, in general, 
the smaller the penalties. 

For tax purposes income has been ac- 
cumulated for the arbitrarily chosen 
period of one year. That is to say, one 
year is-the averaging period used as the- 
basis of our Present tax system. Any 
fluctuations in a person’s income flow | 
occurring within a tax year are. 
smoothed out in determining the tax.) 
[The prevalence of seasonal income 
fluctuations suggests that this averaging 
process is highly desirable; otherwise the 
progressive tax schedule might treat a 
taxpayer as if he were “rich” for six 
months and then during the subsequent 
six months treat him as if he were 
“poor.” But one year is too short an 
averaging period to cover adequately 
many cycles of income-earning activity. 
Raising beef,~starting a new business, 
learning a new profession are examples 
of activities which require serveral years. 
To get a reliable figure for ability to pay 
which will be suitable for determining 
the “fair” tax, the averaging period 
must span the patterns of high-income 
and low-income years which are asso- 
ciated with productive activities. 

It is instructive to look briefly at 
averaging systems which have been used 
or proposed.’ From 1799 to 1926 
\Great Britain applied a progressive tax 
schedule to the average of an in- 
dividual’s income of the previous three 
years. /The system was finally discarded 
because the lag between income and 
taxes made the taxes difficult to pay, 


1 For an over-all picture of the operations and 
difficulties of various tax averaging systems, see Roy 
Blough “Averaging Income for Tax Purposes,” 
Accounting Review, XX (1945), 85-96. 
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high taxes persisting after income had 
declined. Wisconsin repeated this mis- 
take between 1927 and 1934, and even 
introduced the interesting difficulty of 
allowing the income tax to continue for 
two years after the death of the tax- 
payer. 

Between 1923 and 1938 Australia 
operated a more sophisticated system 
which utilized a five-year moving 
average of income for each taxpayer. 

_ This average income figure was applied 
| to the progressive tax schedule and the 
{ corresponding effective tax rate deter- 
| mined. (Effective tax rate is the 
quotient of total tax divided by in- 
come.) The tax was computed by ap-. 


plying this effective tax rate to current | 


income. Under this system the tax was 
responsive to current income, but the 
tax departed markedly from the pro- 
gressive tax schedule. When a tax- 
payer’s income rose sharply, his tax was 
less than the progressive tax schedule 
called for. Similarly, sharp decreases in 
income led to a higher tax than was 


called for by the progressive schedule. | 


This system was inconvenient for the! 
taxpayer and reduced built-in flexibility, 
The effective tax rate gradually changed 
in response to a changed income level so 
as to levy a tax which more nearly cor-\ 
responded to the progressive tax! 
schedule, but the lag proved too great) 
and the system was discarded after the! 
depression experience of the ’thirties. J 
All three systems reduced the in-| 
equities associated with fluctuating in-| 
comes and fluctuating tax rates, but 
they suffered from the same fatal weak- 
ness. Averaging was introduced in ways 
which reduced the responsiveness of the 
tax to changes in current income. —~ 
Vickrey has proposed an averaging| 
system which is based on the idea that! 
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the tax-paying life of an individual is | 
the appropriate averaging period.” Al- 
though he achieves a certain elegance in 
calculating the tax by the use of such a 
long averaging period, his proposal is 
open to two criticisms. First, long-run 
changes in the value of money, unless 
compensated, will introduce a new type 
of iicquity. Second, the system has an 
undesirably long lag in changing the 
effective tax rates in response to a 
change in an individual’s ability to pay 
as indicated by a change in his income. 


A Proposal 


An averaging system is needed that 
will incorporate as many as possible of 
the good points of the systems that have 
been used or proposed, while avoiding in 


so far as possible their defects. (The sys- 


tem proposed below uses the averaging | 


_approach to determine the tax rate to 


which an individual is subject but ap- 
plies this rate to the income of the cur- 
rent year rather than the average in- 
come. By determining the tax rate ) 
with reference to the taxpayer's average 
income, penalties on fluctuating in- | 
comes would be largely prevented. By \ 
applying the tax rate so determined to 
the taxpayer’s current income, lags be- 
tween receipt of income and payment of 
tax would be avoided. Unlike the 
Australian system, this plan would ap- 
ply a tax rate that is a good approxi- | 
mation of the progressive tax schedule. | 
The five-year averaging period, which 
was used in the Australian system, is \ 
long enough to smooth out major fluc- | 
tuations in income but short enough to _ 
avoid an undue lag in adjusting the tax 


2 William Vickrey, Agenda for Progressive Tax- 
ation (New York, 1947), pp. 164-97. 
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| rates to significant changes in the tax- 
| payer’s income. However, one ob- 
| jection to the five-year moving average 
is that the oldest income, which is 
dropped out of the average, has as much 
effect on the average ‘as the current in- 
come which is added. A weighted mov- 
ing average which gradually decreases 
the influence of the older incomes would 
seem preferable. A second objection to 
the five-year moving average is the 
necessity of continuously carrying for- 
ward the income data from several past 
years. This constitutes a source of error, 
increases the complexity of tax compu- 
tation, and adds to administrative diffi- 
culties. 

The following proposal, though pos- 
sessing the advantages of the five-year 
moving average, is designed to be free of 
its two faults. A weighted moving 
average of income is based on a system 
of weights which gradually diminishes 
the effect of old income:, The proposed 
system of weights gives the income for 
each year a weight which is a certain 
portion of the weight assigned to the 
income of the following year. For ex- 
ample, each weight might be eight- 
tenths of the weight attached to the in- 
come of the following year. Under 
this arrangement, the weighted average 
income for a taxpayer would be the sum 
of 20 per cent of the current income, 
16 per cent of last year’s income, 13 per 
cent of the income of two years ago, 10 
per cent of the income of three years 
ago, etc.— where the percentage figures 
are the weights applied to the various 
incomes. The ratio between successive 
weights will be referred to as the 
weighting coefficient. This system of 
averaging will be referred to, simply, as 
weighted averaging and the average in- 
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come so calculated shall be referred to 
as the weighted-average income.® 


Under this system of averaging the 
older incomes have a continuously de- 
creasing effect on the average until their 
weight is negligible, but they are never 
completely dropped out of the average. 
Consequently the appropriate “ length 
of the smoothing period” must be de- 
termined not in terms of years but in 
terms of the value of the weighting 
coefficient. Perhaps this coefficient could 
be determined most easily by deciding 
what percentage of the total weight 
should be attached to income of, say, 
the last five years. Table 1 shows what 
the weights would be for a number of 
weighting coefficients. 


The author believes that weighted- 
average income computed with a 
weighting coefficient of 0.7 or 0.8 is an 
equitable measure of the taxpayer’s 
ability to pay. A weighting coefficient 
of 0.8 attaches 67 per cent of the total 
weight to the incomes received in the 
most recent five years. This value of 


3 This type of average might be called an ex- 
ponentially weighted moving average, since the 
weights can be shown to fall on an exponential curve. 
Expressed symbolically the calculation of the 
weighted-average income could be represented as 
follows: 


Y = (I—w) Yo + w (I—w) Yn + oo 
(1—w) Yt w (l—w) Ys+.... 
Where: w 


Yo is the current weighted average in- 
come; 


is the weighting coefficient; 


Yo is the current income; 
Y-1: is the income of the previous year}; 
Y-2 is the income of two years ago; 
Y-s is the income of three years ago; 
and so on. 
The (1—w) term is determined by the require- 


ment that the total of the weights in a weighted 
average must be equal to unity. 
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red ta 3 TABLE 1 
AVERAGING WEIGHTS FoR DIFFERENT WEIGHTING COEFFICIENTS 
¥4 the Weighting Coefficients 
ly de- Weights by Years 
| their w= 65 w=70 w= 75 w= 80 w= 85 
never Weight for income of present year = (l1—w) 350 300 .250 200 150 
erage, Weight for income of one year ago = w(l—w) 227 210 188 .160 .128 
length Weight for income of two years ago —=w*(l—w) 4.148 147 141 128 108 
se de- Weight for income of three years ago=w*(l—w) .096 103 105 103 092 
vat ie Weight for income of four years ago —=w'(l—w) «063 072 079 082 078 
yhtin Total weight for the incomes of the most recent five 28 
a AA (chks as «ddav on canderieanndilate eae 884 832 0 .763—‘édk TSC 
could 
ciding 
veight the weighting coefficient will be used Once the weighted-average income 
» SaY, | for subsequent illustrations. has been determined, the marginal tax 
~a This proposed system of weights has rate at that income level can be read 
we the highly desirable properties of sim- from the progressive tax-rate schedule. 
plifying the calculation of the average Since the averaged income will fluctuate 
shted- | and minimizing the data which must but little in response to changes in cur- 
th a be carried forward. Once the weighted rent income, a marginal tax rate as de- 
1s an average has been calculated, it ‘* con- termined above will tend to be stable. 
ayer’s tains” all of the past income data and This stabilized marginal tax rate may be 
ficient is the only piece of data which must be applied to deviations of income from 
‘total | carried forward. The next weighted- the average. By this means, deviations 
n the average income may be calculated very of income above the average are taxed 
ue of simply by computing the weighted at very nearly the same rate as is used 
average of two numbers, the weighted- in computing the tax reductions when 
2 re average income from the previous year income deviates below the average. As 
‘ . : : 
1 curve. and the current income. For example, a consequence, penalization of income 
of the an old weighted-average income of fluctuation is prevented. 
ated # 1 $4,000 and a current income of $5,000 | The total tax would be the sum of 
’ would give a new weighted-average in- two parts, the stabilized tax and the 
* come of 0.2 X $5,000 + 0.8 X $4,000 —— 
or $4,200, where 0.8 is the weighting “"" = (~<a wae 
. . . = — ay ¥- 
i coefficient. This process can be carried vie * jee da 
on for succeeding years; each time the ae ee ee 
P . en Ys is year N income; 
old weighted average is multiplied by > 
A : ° Yy-1 is year N—1I1 weighted average in- 
year; the weighting coefficient the effect of inet 
503 all past incomes is diminished. Repeti- w __ is the weighting coefficient. 
abs tion of this pe ocess reduces the influence The mathematical equivalence of the above formula 
of older incomes until they have and the expression in footnote 3 can be easily shown. 
: negligible weight.* During the transition period of three or four years 
ig heed taser ee when a taxpayer is first establishing a weighted- 
eight ‘ 
average income, this formula would have to be 
4The averaging calculation can be expressed as a modified slightly. 
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fluctuation adjustment.° The stabilized 
tax is the tax called for by the progres- 
sive tax schedule at the weighted-aver- 
age income level. The fluctuation ad- 
justment is the product of the stabilized 
marginal tax rate and the difference be- 
tween current income and weighted- 
average income. The fluctuation adjust- 
ment will be positive when current in- 
come exceeds weighted-average income 
and negative when current income falls 
short of weighted-average income. 
The tax calculated as proposed would 
depart from the tax computed on a 
straight annual basis only by the small 
amount which is necessary to prevent 
penalization of fluctuating incomes. 


‘)Penalization, however, would not be 


totally eliminated. In effect the pro- 


——. 


posed system taxes current income on 
the basis of a linear approximation of 
the progressive tax curve, the point of 
tangency being at the taxpayer’s average 
income level. 

Although the stabilized tax and the 
stabilized marginal tax rate lag behind 
changes in the level of income, the diffi- 
culties encountered by the Australian 
system will not occur. Unlike the 
Australian system the tax on current in- 
come is progressive and the tax never 
exceeds that which the progressive tax 
schedule would call for when operating 


5 The tax computation may be expressed in the 
following algebraic form: 
T’y = Ts + Rs (Yy —Yvy) 
T’y is the tax due to be paid for the 
income received in year N; 
Ts is the stabilized tax read from the 
progressive tax schedule at the 
weighted-average income level; 


Where: 


is the stabilized marginal tax rate 
read from the progressive tax 
schedule at the weighted-average 
income level; 

is the fluctuation adjustment. 


Rs 


Rs (Yy —Yvy) 
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with a straight annual tax system. The 
tax computed under the proposed sys- 
tem will be less by the amount of the 
penalty which has been prevented. 

The government would suffer no loss 
in built-in flexibility except that which 
results from the penalization of income 
fluctuation. The tax revenue derived 
from an income which fluctuated about 
an average would never be less than 
would be collected under a straight 
annual tax system from a constant in- 
come equal to the average.® 

A numerical example demonstrates 
the penalties which occur when fluctu- 
ating incomes are taxed by a fixed pro- 
gressive tax schedule under the present 
Federal income tax system and under 
the proposed system. Since it would be 
difficult to find any characteristic pat- 
tern of income fluctuation, it will suffice 
to select the simplest pattern possible, 
namely annual alternation between two 
income levels. The pairs of income 
levels were chosen so that the magni- 
tudes cf the fluctuations would be 50 
per cent above and 50 per cent below 
average income. For example an income 
pattern averaging $2,000 would alter- 
nate between $1,000 and $3,000. Table 
2 shows the tax penalties at various 
average income levels for a single person 
with no dependents, under the tax rates 
provided by the Revenue Act of 1948. 
Penalty, or more precisely average 
penalty, is defined as the excess of aver- 
age annual tax on the fluctuating in- 
come over the znnual tax which is levied 


6 It can be shown, though not simply, that the 
proposed system also operates to prevent the penali- 
zation of incomes which follow consistently rising or 
falling trends. Penalization in the case of trends 
depends on the relation between the weighting 
coefficient and the acceleration of the progressive tax 
schedule. 
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TABLE 2 


Tax Penattry Causep sy AN Income Fiucrvation or 50 Per Cent wiTH Frxep 
Procressive Tax ScHEDULE® 








Present U.S. Income Tax System 


Proposed Income Tax System ¢ 








. Ratio of : Ratio of 
Average Average aa f Penalty Average a of Penalty 
a % es - =< p — Penalty = md to Income 
per Year per Year after Tax per Year after Tax 
(Per Cent) (Per Cent) (Per Cent) (Per Cent) 
i Mr soscuuseas $ 25 a 42 $ 25 a 42 
SRP: i ui GR 0 0.0 0.0 0 0.0 0.0 
EC a 6 26 3 0 0.0 0.0 
ME x>.00sehee 33 55 1.0 0 0.0 0.0 
See Lous Jeet 77 74 16 0 0.0 0.0 
16,000 2.4.0 c.c08 330 15.6 42 0 0.0 0.0 
ate 610 10.0 43 125 2.0 39 
SE ss Gaa es cue 1,190 5.1 44 322 14 12 
Pe 1,940 33 4.7 435 a 11 
Ls deb sin bag 880 6 14 447 3 a 





8 Penalties are averaged for an even number of years. Revenue Act of 1948 was used as the 


basis of tax calculations. 


> Before one $600 exemption of single person with no dependents. 


¢ Weighting coefficient of 08. 
4 Tax is zero. 


against a steady income equal to the 
average of the fluctuating pattern. All 
averages refer to an even number of 
years so as to span the high-low pattern. 
To aid in interpreting the penalty, the 
ratio of penalty to tax and the ratio of 
penalty to net income after tax are cal- 
culated, using as a reference the tax on 
the steady income flow. 

Table 2 shows that under the present 
income tax system a 50 per cent income 
fluctuation cause$ as much as a 15.6 per 
cent increase in taxes and as much as a 
4.7 per cent decrease in income after 
taxes. Inequities of this magnitude 
constitute a serious weakness of our 
present tax system. The penalty in- 
curred by the $600 income is the result 
of the exemption system and is com- 
monly referred to as “wasted ex- 
emption.” The incomes which are 
penalized most heavily are those occur- 
ring where the marginal tax rate in- 


creases the fastest, namely at the ex- 
emption level and in the range centering 
about $15,000. 

Perhaps it should be mentioned in 
passing that the penalty incurred by a 
25 per cent fluctuation is less than half 
that of a 50 per cent fluctuation, and 
the penalty for a 100 per cent fluctu- 
ation is more than twice that of the 50 
per cent fluctuation. 

Table 2 shows that the proposed sys- 
tem reduces penalties substantially. 
However, the penalty reduction is 
spotty because the calculations were 
made with the present bracket tax rates 
which increase in discrete steps. When 
the weighted-average income happened 
to fluctuate entirely in one bracket there 
was no penalty. It was accidental that 
the five sample incomes which avoided 
penalty entirely in this manner hap- 
pened to fall in sequence. When the 
weighted-average income _ fluctuated 
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from one bracket to another, the mar- 
ginal tax rate changed and there was a 
penalty, though considerably smaller 
than under the present system. It is 
apparent that for best results the pro- 
posed system requires a schedule of mar- 
ginal tax rates which is a continuous 
curve without discrete jumps." With 
such a tax curve the proposed system 
would still produce fluctuation penalty 
at each income level, but these penalties 
would be uniform and very small. 

It would seem desirable to use this 
proposed tax system as an optional 
method of computing the tax for those 
individuals whose incomes are subject to 
wide fluctuations were it not for the 
fact that there is another type of in- 
equity which has yet to be considered. 


Changes in Tax Rates 


| The foregoing discussion has been in 
‘terms of a fixed progressive tax schedule 
and fluctuating incomes, but consider- 
ation must also be given to the effects of 
fluctuating tax rates. In the last twenty 
“years there have been ten changes in the 
Federal tax schedule. The increasingly 
prevalent opinion-that the government 
‘ should undertake counter-cyclical fiscal 
Pros especially by means of varying 
tax rates, leads to the expectation of in- 
creasingly frequent variation of tax 
rates as the government attempts to 
maintain the precarious balance between 
inflation and deflation, boom and de- 
pression. 
Under the present tax system in- 
\ equities result from the interaction be- 


7 Such a continuous marginal tax-rate curve might 
be a sequence of straight lines. The requirement of a 
continuous marginal tax-rate curve is not inconsist- 
ent with the use of the conventional type of schedule, 
embodying discrete jumps, for the calculation of the 
stabilized tax, provided that the continuous and 
discrete schedules are essentially equivalent. 
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tween income fluctuations and tax-rate 
fluctuations. A taxpayer whose income 
fluctuates directly with tax-rate changes 
suffers, whereas a taxpayer whose in- 
come fluctuates inversely to changes in 
tax rates benefits—both cases being 
judged relative to the taxpayer with 
nonfluctuating income. In addition to 
the inequity involved, this situation 
provides a powerful inducement for 
taxpayers to shift their income realiza- 
tion from high-tax-rate years to low- 
tax-rate years. This income shift tends 
to distort economic adjustments and to 
vitiate the desired counter-cyclical 
effect of the tax changes. If tax-rate 
changes in the future should be frequent 
and sizable, it is probable that the 
powerful economic incentive would in- 
duce a rash of ingenious and totally un- 
productive efforts to shift income over 
time as a means of avoiding a portion of 
the tax load. Changes in tax rates might 
ibecome an important source of un- 
certainty and speculation, especially in 
capital markets, even for taxpayers 
whose incomes are now sufficiently 
constant that they do not pose any 
fluctuation problems. Such possibilities 
suggest the desirability of a system 
which prevents tax rate changes from 
producing inequities and removes the 
possibility of tax avoidance by shifting 
income. 2 


Since this problem is caused by the 
interaction of two fluctuations, one ap- 
proach to a solution is to smooth out one 
fluctuation. The weighted-average in- 
come, though originally introduced for 
another purpose, could readily serve as a 
smoothed-income base to which the 
fluctuating component of the tax rates 
could be equitably applied. Fluctu- 
ation interaction would be small, and 
therefore penalties from this source 
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would be small. Little incentive to 
shift income over time would remain 
because income shifts would have little 
effect on the weighted-average income. 


The variable component of the tax 
presumably would be but a fraction of 
the regular income tax and could be 
either positive or negative depending on 
the desired tax revenue. The variable 
tax rate could be of any form, progres- 
sive, proportional, or regressive, depend- 
ing on the political decision. 

It may be objected that the appli- 
cation of a tax rate to the weighted- 
average income would introduce un- 
desirable lags. No difficulty is expected 
on this point since this tax rate would 
be changed counter-cyclically. 

Under such a system the progressive 
tax schedule would require infrequent 
modification, since the variable tax rates 
could serve the dual function of imple- 
menting counter-cyclical tax policy and 
of making tax-revenue adjustments as 
ordinary changes are made in the level 
of expenditures. Such a system of 
changing tax rates prevents avoidance 
and inequities. 


Counter-Cyclical Tax Policy 


Up to this point we have been con- 
cerned with the dynamic performance 
of taxing systems. However, the de- 
velopment of a taxing system which 
meets our performance criteria is but 
the first step toward the realization of 
counter-cyclical tax policy. In the 
political area the following questions 
need tc be met: Who will take the re- 
sponsiovility for changing tax rates? 
How may the business-cycle problem be 
separated politically from the issues 
associated with the progressive income 
tax? What means of expenditure con- 
trol could be substituted for the 
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balanced-budget rule? Could desired 
surpluses or deficits be made part of the 
budget instead of being left as the 
residual, uncontrolled variable? If ac- 
curate control of surpluses and deficits 
proves important, can detailed control 
of tax rates be left in the hands of the 
Treasury with instructions to collect a 
certain total revenue established by 
Congress? These and many other per- 
plexing problems must be resolved be- 
fore counter-cyclical tax policy can be 
relied on to contribute to the economic 
welfare of the country. 

One of these problems has been 
singled out for discussion on the basis 
of the system which has been proposed, 
but it should be emphasized that the 
following proposal, depending as it does 
on a concept of “equal” treatment of 
taxpayers, is on quite different grounds 
than the foregoing efforts to eliminate 
relatively obvious inequities. 


If frequent counter-cyclical changes 
in tax rates are to be achieved in the 
political arena, some means must be 
found to secure the separation of the 
short-run issue of the level of economic 
activity from the long-run issue of the 
socially desirable degree of progression 
of the income tax schedule. The battle 
of the progressive income tax cannot be 
refought annually. Failure to separate 
these two political issues can only result 
in failure to take timely counter-cyclical 
action of the proper intensity. 

Some economists have proposed that 
the tax rate in the first bracket be raised 
and lowered by the President. Such a 
change would cause a percentage change 
in the tax of the people in the first 
bracket but a lump-sum change in tax 
for other taxpayers. Such a change 
would affect the low-income groups 
much more than the high-income 








358 


groups. However desirable this might 
be in controlling consumption and sav- 
ings independently, it raises the equity 
issue of high-income versus low-income 
taxation. Counter-cyclical action would 
certainly suffer. To expect the Presi- 
dent to shoulder the political responsi- 
bility for changing tax rates which 
affect everyone “equally” poses suffi- 
cient problems without loading the issue 
with the problems of the progressive 
tax. 


The following proposal is presented as 
an attempt to secure the separation of 
the counter-cyclical issue from the pro- 
gressive tax issue. Through the political 
process a progressive tax schedule could 
be established with the understanding 
that it represented some sort of long-run 
settlement of the progressive tax issue 
and the general level of government ex- 
penditures. When all taxpayers are 
taxed according to this schedule, then 
the incomes after the tax would be con- 
sidered in some sense “‘ equal ” from the 
standpoint of taxation, each taxpayer 
having made his contribution. Counter- 
cyclical tax adjustments could be pre- 
sented to the public as income adjust- 
ments participated in “equally ” by all 
taxpayers for their collective economic 
benefit. A reasonable interpretation of 
an “equal” income adjustment is a 
certain percentage of all incomes after 
deduction of the regular income tax. 
Political acceptance of such an adjust- 
ment might not be too difficult if there 
was adequate assurance that the per- 
centage rate would be kept small rela- 
tive to the regular tax rates. The in- 
come-adjustment rate could be changed 
in size and the income adjustments 
could be added to or subtracted from 
the income tax of each taxpayer. It is 
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hoped that these changes would be 
judged in the political arena on the 
basis of their short-run counter-cyclical 
effects without raising the equity prob- 
lem of the progressive tax, and conse- 
quently would be handled expeditiously. 


Since an income adjustment is simply 
a special form of a counter-cyclical tax, 
a smoothed measure of income after 
taxes must be used if the difficulties 
arising out of the interaction between 
fluctuations of income and income ad- 
justment rate are to be avoided. Such 
a smoothed net income figure is readily 
obtained by subtracting the stabilized 
tax from the weighted-average income. 

The counter-cyclical income adjust- 
ment idea can be incorporated in the 
system previously proposed. 


Practical Operation of Proposed System 


Should this system of averaging be 
instituted it would be advisable in the 
interests of avoiding complexity to make 
certain changes in the system of de- 
ductions and exemptions. The present 
system produces anomalous interaction 
between the progressive tax rates and 
the exemptions and deductions. The 
birth of an additional child merits a tax 
reduction of $300 for a father with a 
$20,000 income, whereas the father 
with a $1,000 income receives only a 
$102 reduction. Such anomalies result 
from a failure to differentiate in tax 
treatment between legitimate decreases 
in income—for example business ex- 
penses, taxes, and losses—and socially 
sanctioned incentives and compensations 
such as those for dependents, blindness, 
old age, contributions, and medical ex- 
penses. Legitimate decreases in income 
should be subtracted from gross income 
to determine net taxable income. 
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Socially sanctioned incentives and com- 
pensations should depend on the activ- 
ity or condition involved and be in- 
dependent of the income of the tax- 
payer. To secure this independence, the 
incentives and compensations should not 
be allowed to affect the computation of 
the income tax, but should be entered as 
tax credits to be subtracted from the 
tax. The institution of an averaging 
system with the exemption system un- 
changed would considerably complicate 
tax calculations owing to the interaction 
between exemptions and averages. 

As previously noted, a penalty is 
caused by the initial sharp rise in mar- 
ginal tax rates at the lower end of the 
income scale. This penalty is not pre- 
vented even by an averaging system. 
If, however, taxpayers were allowed to 
carry forward unused tax credits and 
to apply them against tax liabilities of 
future years, only those incomes which 
fluctuated above and below zero would 
be penalized by the initial rise in mar- 
ginal tax rates. There are doubtless far 
fewer incomes fluctuating about zero 
than about the exemption levels of the 
present system. 


Since under the proposed system 
sudden income jumps are only slightly 
penalized, capital gains and losses could, 
without inequity, be lumped with all 
other income regardless of how long the 
assets had been held. This would 
simplify the tax system, eliminate un- 
economic efforts to juggle the timing of 
realization of capital gains and losses, 
and contribute to the desirable counter- 
cyclical fluctuation in tax revenue. 

In order to keep income averages up 
to date it would be necessary to require 
virtually all income recipients to file 
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returns even if they were not liable for 
tax in the current year. This is probably 
desirable procedure, justified by political 
considerations alone, but the adminis- 
trative job would be enlarged by the 
increase in the number of returns. 

The operation of the complete pro- 
posed tax system may be outlined as 
follows: The total tax of each taxpayer 
would be the sum of a stabilized tax, a 
fluctuation adjustment, and an income 
adjustment.* The computation of the 
total tax of a single person with no de- 
pendents serves as an illustration. In- 
come of the taxpayer in the current 
year is assumed to be $5,000 and his 
weighted-average income calculated one 
year previously to be $4,000. With a 
weighting coefficient of 0.8, the current 
weighted-average income is $4,200 (.2 
X $5,000 + .8 X $4,000). On re- 
ferring to the regular progressive in- 
come tax schedule (1948 rates) the 
stabilized tax on the weighted-average 
income is found to be $765 and the 


8 The operation of the complete proposed system 
can be expressed in the two formulas: 
Ys = (l1—w) Yr + (w) Yv- 
Ty = Ts + Rs (Yn — Yu) + K (Yu —Ts) 
Total Tax == Stabilized Tax + Fluctuation Ad- 
justment + Income Adjustment. 
Where: Yu 
Yw is weighted average income in year N; 
Yy-: is weighted average income in year 
N—1; 
w is weighting coefficient; 
Ty _ is total tax due for year N; 
Ts is stabilized tax for year N; 


Rs __ is stabilized marginal tax rate for 
year N; 
K is the income adjustment rate. 


is income in year N; @ 


The progressive tax schedule and Yw determine Ts 
and Rs. 
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stabilized marginal tax rate is found to 
be 22.88 per cent. The fluctuation ad- 
justment, which is computed by apply- 
ing the stabilized marginal tax rate to 
the difference between the current in- 
come and the weighted-average income, 
is $183 [.2288 ($5,000-$4,200) ]; the 
fluctuation adjustment is positive since 
current income exceeds weighted-aver- 
age income. If in the current year a 
reduction in consumer income is con- 
sidered desirable to offset inflationary 
pressures, an income adjustment rate of, 
say, 5 per cent may have been adopted. 
On this assumption the taxpayer would 
pay an additional tax of 5 per cent of 
his stabilized income after taxes, deter- 
mined by subtracting his stabilized tax 
from his current weighted-average in- 
come. The income adjustment is $172 
[.05 ($4,200-$765)]. The total tax is 
$1,120 ($765 + $183 + $172). The 
tax credit might be $100 in place of the 
present $600 personal exemption. Con- 
sequently the net tax liability is $1,020. 

Lest anyone be disturbed by the ap- 
parent complexity of these calculations, 
the following comments on implemen- 
tation indicate the modest requirements 
of the system. 

The only figure which the taxpayer 
must carry forward from year to year is 
the weighted-average income. With 
this and his current income he can deter- 
mine his current tax and his new 
weighted-average income by reference 
to a cross-classification (bivariet) table 
which would be furnished by the Bureau 
of Internal Revenue. Using this table 
the taxpayer locates the row correspond- 
ing to his current income and then 
follows the row across until he finds the 
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column which corresponds to his last 
year’s weighted average income. Hav- 
ing located the appropriate row and 
column, he can read off the total tax 
which is to be paid and the new 
weighted-average income which is to be 
carried forward for calculating next 
year’s tax. 

The preparation of such a table 
would be a straight-forward job after 
the progressive tax schedule, the weight- 
ing coefficient, and the income adjust- 
ment rate were known. If the size of 
such a table is thought to be excessive, a 
considerably smaller two-dimensional 
graph could be substituted. The high- 
income taxpayers would be asked to 
make a few arithmetic computations. 

The tax credit could be read from a 
very simple table showing various num- 
bers of dependents, etc. In some cases, 
an unused tax credit would be carried 
over from previous years. 


Desirable Features of Proposal 


The following is a brief summary of 
the desirable features incorporated in 
the proposed individual income tax 
system: 


1. The tax is responsive to current income 
without lag. This is convenient for the 
taxpayer and gives the government the 
advantages of built-in flexibility. 

2. Computations are simple, a bivariet table 
suficing for most taxpayers. 

3. Only one piece of information need be 
carried over from one year to the next 
for computation of an average income 
which gives decreasing weight to old 
incomes. 

4. The penalization of fluctuating incomes 
is prevented. Consequently capital gains 
need not be handled separately. 
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5. 


Provision is made for a counter-cyclical 
tax which may be changed without in- 
troducing inequities by interaction 
with fluctuating incomes or allowing 
evasion by shifting income realization 
over time. 

An income adjustment is proposed to 
achieve the political separation of 
counter-cyclical and  tax-progression 
issues. The acceptance of such an in- 
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come adjustment as equitable would 
greatly facilitate the political adminis- 
tration of counter-cyclical tax policy. 


The proposed system preserves the 
desirable features of our present tax sys- 
tem and adds features which would 
contribute significantly to the achieve- 
ment of equity and effective counter- 
cyclical tax policy. 


| 
| 











EFFECT OF A FOOD EXEMPTION ON THE IN- 
CIDENCE OF A RETAIL SALES TAX 


JAMES W. MCGREW * 


HE RETAIL SALES TAX is ordi- 

narily levied upon sales of tangible 
personal property for final consumption. 
In practice the tax is generally applied 
according to a statutory definition of 
the term “ retail sale,” which, in most 
taxing jurisdictions, is somewhat broader 
than the usual connotation of “ retail 
sale.” The basic distinction between a 
retail sales tax and a general sales or 
gross receipts tax is that the former is 
generally imposed only at the final stage 
in the process of production and dis- 
tribution. 


Twenty-two states use the retail sales 
tax, and in most of these states it is a 
well-established part of the revenue 
system. The tax has been in continuous 
use in ten states since 1933 and in seven 
others since 1937 or before. The im- 
portance of the retail sales tax as a state 
revenue producer may be gathered from 
the fact that it comprised 37 per cent 
of total tax collections, exclusive of 
unemployment compensation taxes, of 
twenty of the states using it in 1948. 


* The author is a research associate in the Depart- 
ment of Governmental Research of the New Jersey 
State Chamber of Commerce. The views expressed 
are those of the author and do not necessarily re- 
flect the views of the New Jersey State Chamber of 
Commerce. 


1 The states of Washington and West Virginia have 
been excluded since these states also impose a gross 
receipts tax, and the proceeds from both the gross 
receipts and retail sales taxes are reported as a lump 
sum by the U. S. Bureau of the Census, Summary of 
State Finances, 1948, (May, 1949). 


Whenever it is proposed that a state 
adopt the retail sales tax, the proponents 
must answer the charge that it is “a 
poor man’s tax,” i.e., it is regressive. 
Those attacking the use of the tax often 
concentrate their fire on the fact that it 
is generally imposed upon food pur- 
chases. In response to such criticisms, 
four states have general food ex- 
emptions, but restrict the exemption to 
food purchases for consumption off the 
premises where sold. One state allows a 
50 cent exemption on each food pur- 
chase. 


Conflicting Reports on Effect of Food 
Exemption 


In allowing these exemptions of food 
purchases have the states answered the 
charge that the sales tax is ‘‘a poor man’s 
tax”? Is a retail sales tax regressive 
if the sale of food for human consump- 
tion off the premises is exempted? Dur- 
ing the past year two state agencies have 
explored this question and arrived at 
opposite conclusions. 

The Nevada Legislative Counsel 
Bureau concluded that, with food ex- 
empt, “ The lowest income group would 
experience the highest ratio of tax to 
income, 0.57 per cent in the case of a 
one per cent tax. Between this group 
and the $4,000-$5,000 level, the per- 
centage of tax to income would de- 
cline gradually to about 0.34 per cent; 
above the $5,000 level, the regression 
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would be more rapid.”? The figures 
developed by the Bureau show almost 
the same degree of regressivity for a re- 
tail sales tax excluding food as for one 
that includes food in the tax base. 

In Connecticut, however, the State 
Tax Survey Committee came to the 
opposite conclusion, which they ex- 
pressed as follows: “The consumers 
sales tax...can be shown to have a 
substantial element of progressivity in 
view of the greater benefit of exemp- 
tions to taxpayers of lesser consumption 
as compared with those of greater con- 
sumption . .. for example, ... 78 per 
cent of the expenditures of a family in 
the lowest disposable income group is 
excluded from taxation by the exemp- 
tion of food, housing and medical care. 
The same exemptions exclude only 53 
per cent of the taxable expenditures of 
a family in the $5,000 and up dispos- 
able income group. In other words, 
major sales tax exemptions reduce the 
potential tax liability between 61 per 
cent and 78 per cent for those families 
having annual incomes (after Federal 
income tax) of less than $3,000, while 
the reduction in tax liability for families 
with $3,000 and more disposable income 
would run downward from 60 per 
cent.” * 

The appeal to authority is never very 
convincing when the authorities them- 
selves are in complete disagreement. 
The remainder of this article, therefore, 
is devoted to an exposition of the results 
of an independent investigation of the 


2 Nevada Legislative Counsel Bureau, Survey of 
Sales Taxes Applicable to Nevada, (Bulletin No. 3, 
May, 1948), p. 59. 


3State of Connecticut, Report of the Connecticut 
Tax Survey Committee, “ Connecticut Tax Survey 
1948” (1949), p. 85. 


regressivity of a retail sales tax with a 
general food exemption. Since the only 
reliable data on family incomes and ex- 
penditures have been compiled on a na- 
tional basis, it is somewhat unfair to 
test the question by making use of a tax 
peculiar to one state. It was, therefore, 
determined to formulate a hypothetical 
tax embodying those provisions most 
commonly used in the twenty-two re- 
tail sales tax states. : 


Statistical Study of Effect of Food Ex- 
em ption 

Description of Hypothetical Tax.— 
A majority of the states using the re- 
tail sales tax apply the tax to the sale of 
gas, electricity, and telephone service; 
hence these utilities were considered tax- 
able in the hypothetical tax used in this 
article. On the other hand, only a few 
states tax transportation, and expendi- 
tures of this nature are not included in 
the base of the hypothetical tax. Ad- 
missions are taxable in eleven states and 
are here considered as taxable. Rents 
are nearly always exempted, as are medi- 
cal services and reading matter. Most 
of the retail sales tax states make specific 
exemptions of articles specially taxed 
with the most common exemptions be- 
ing gasoline, tobacco, and alcoholic 
beverages. All of these exemptions are 
assumed in the hypothetical tax.‘ 

It is also assumed that, following 
usual practice, the food exemption does 
not apply to restaurant meals, but only 
to food purchased for off-premises con- 
sumption. 


4The hypothetical tax was formulated from 
material found in Table 19 of U. S. Department of 
the Treasury, Division of Tax Research, Federal- 
State Tax Coordination (Revised April 1, 1949). 
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Income and Expenditure Data— 
The data on family incomes and ex- 
penditures used in this study were 
compiled for the years 1935-36 by the 
National Resources Planning Board.® 
These data are old, but they are the 
most complete available. There is also 
good reason to believe that they are 
more reliable as a picture of present-day 
conditions for the average family in 
each income bracket than the 1944 fig- 
ures used in the Connecticut report or 
the 1943 data used in the Nevada study. 
The wartime economy of 1943-44 
greatly distorted the normal relation- 
ships between expenditures and income. 
This can best be seen by noting the ratio 
of personal consumption of durable and 
nondurable goods to personal income 
as reported by the Department of Com- 
merce: ° 


1935 ... 57.7% 1946 ... 58.4% 
1936 ... 57.4% 1947 ... 61.1% 
1943... 45.1% 1948 ... 59.3% 
1944... 44.7% 


Also revealing are the ratios of durable 
goods expenditures to total expenditures 
for durable and nondurable goods for 
the same years: * 


1935 ... 14.9% 1946 ... 16.0% 
1936 ... 16.2% 1947 ... 18.6% 
1943 ... 10.1% 1948 ... 18.7% 
1944... 9.6% 


On the basis of these figures it ap- 
pears to be reasonable to assume that an 
income-expenditure study made in 


5 National Resources Planning Board, Family Ex- 
penditures in the United States, Statistical Tables and 
Appendixes (June, 1941). 


6 Survey of Current Business, July, 1949. 
7 Ibid. 
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1935-36 would, for the average family 
in each expenditure bracket, approxi- 
mate more nearly the current picture 
than a similar study made during the 
abnormal period 1943-44. 


Findings of the Study 


By applying the hypothetical retail 
sales tax described above at a rate of 
1 per cent to the 1935-36 income and 
expenditure data, Table 1 was con- 
structed. It was assumed that the sales 
tax would be completely shifted to con- 
sumers. The table shows that the tax, 
considered as a percentage of income 
before taxes, falls most heavily on those 
families whose income is less than $500 
per year. On annual incomes between 
$500 and $5,000 the tax is roughly pro- 
portional. Above $5,000 the tax is 
slightly regressive with the regressivity 
increasing sharply above $10,000. If 
the tax is considered as a percentage of 
income after taxes (at 1935-36 rates) 
the above statements continue to hold 
true except that the regressivity in the 
$10,000 and up income group is not so 
pronounced. 

To determine the effect which 1948 
tax rates would have on these figures, 
the average family size for each income 
group was taken from the study of the 
National Resources Planning Board in 
order that the personal exemptions of 
the average family in each group might 
be estimated. Deductions for each 
average family were estimated on the 
basis of figures taken from the Statistics 
of Income for 1946, Part 1 (prelimi- 
nary).® After deductions and personal 


8U. §. Department of the Treasury, Bureau of 
Internal Revenue, 1949. 
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TABLE 1 


INCIDENCE OF A 1 Per Cent Reram Sates Tax (Foop Exempt) on FAMILIES 
at Various INcome Levets, 1935-36 








= 








Average Average 1 Per Cent Retail 
Average ine « e _, raxable Nontaxable pe Tax asa 
Annual Income Family Family Consumption Consumption ercentage of 
Income* = ticomed Expendi- Expendi- Total Disposable 
tures tures Income Income 
Under $ 500 $ 312 $ 310 $ 140 $ 326 0.449 0.452 
$ 500- 750.... 627 625 224 483 357 358 
750- 1,000 .... 874 871 305 609 3A9 350 
1,000- 1,250 .... 1,120 1,117 403 724 360 361 
1,250- 1,500 .... 1,364 1,361 489 827 359 359 
1,500- 1,750 .... 1,612 1,608 597 915 370 371 
1,750- 2,000 .... 1,829 1,825 686 998 375 376 
2,000- 2,500 .... 2,221 2,215 842 1,126 379 380 
2,500- 3,000 .... 2,715 2,707 1,029 1,273 379 380 
3,000- 4,000 .... 3,394 3,381 1,259 1,470 371 372 
4,000- 5,000 .... 4,391 4,364 1,598 1,678 364 366 
5,000- 10,000 .... 6,871 6,772 2,299 2,155 334 339 
Over 10,000 .... 22,639 20,733 5,311 4,287 235 256 





Source: National Resources Planning Board, Family Expenditures in the United States, Statis- 
tical Tables and Appendixes (June, 1941). 


® Before personal taxes. 


bInscome minus personal taxes at 1935-36 rates. 


© “Taxable Consumption Expenditures” include food in restaurants, household operation and 
furnishings, clothing, automobile purchases and repair, medical care (drugs), recreation, personal 


care, and “ others.” 


4“ Nontaxable Consumption Expenditures” 


include food purchased for home consumption, 


housing, automobile operation (gasoline, oil, insurance), “other transportation,” medical care 
(professional services), tobacco, reading, and education. 


exemptions, the Federal income tax 
liability for each average family was 
computed at 1948 rates. (Imputed — 
nonmoney—income was assumed not 
to be taxable.) Other personal taxes 
paid were taken from Stéatistics of 
Income for 1946. This method of 
determining the approximate personal 
tax liability for the average family in 
each income group is certainly far from 
precise. It appears, however, to be as 
accurate an estimate as can be made 
from available data. 

Table 2 shows the hypothetical retail 
sales tax, again at the rate of 1 per cent, 
as a percentage of income after taxes as 
estimated for 1948. Again, the very 
lowest income group bears the heaviest 


burden relative to income, but on an- 
nual incomes between $500 and $10,000, 
the retail sales tax, food exempt, appears 
to be slightly progressive. On incomes 
above $10,000, the tax is slightly re- 
gressive. 

It is necessary, however, to carry the 
percentage of income figures to three 
decimal places in order to determine 
whether the tax is progressive or re- 
gressive. Such fine distinctions are 
hardly warranted by the accuracy of 
the basic data and, for all practical pur- 
poses, the conclusion to be drawn from 
either Table 1 or 2 is that the tax is 
proportional. 

On the basis of these figures only 
the most rabid proponent of progressive 


SS EN SS TS 


i 








366 NATIONAL TAX JOURNAL 





(VoL. I 


TABLE 2 
INCIDENCE OF A 1 Prr Cent Reramw Sates Tax (Foop Exempt) on FAMILIES 


aT Various INcoME Levets, 1948 








1 Per Cent Retail 





: Average Average = 
Average Average iets Sales Tax asa 
Annual Income Family Personal Disposable Taxable Percentage of 
Income ® Taxes > Family Consumption Disposable 
. Income ¢ Expenditures asc 

Under$ 500..... $ 312 = $ 311 $ 140 0.450 
$ 500- 750 ..... 627 2 625 224 358 
750- 1,000 ..... 874 + 870 305 351 
1,000- 1,250 ..... 1,120 5 1,115 403 361 
1,250- 1,500 ..... 1,364 7 1,357 489 360 
1,500- 1,750 ..... 1,612 7 1,605 597 372 
1,750- 2,000 ..... 1,829 9 1,820 686 377 
2,000- 2,500 ..... 2,221 13 2,208 842 381 
2,500- 3,000 ..... 2,715 25 2,690 1,029 383 
3,000- 4,000 ..... 3,394 126 3,268 1,259 3885 
4,000- 5,000 ..... 4,391 282 4,109 1,598 389 
5,000- 10,000 ..... 6,871 707 6,164 2,299 373 
Over 19900 ..... 22.639 4,497 18,142 5,311 .293 





Source: National Resources Planning Board, Family Expenditures in the United States, Statis- 
tical Tables and Appendixes (June, 1941); U. S. Treasury Department, Statzstics of 


Income for 1946, Part 1 (preliminary). 


® Before personal taxes. 


bIncludes computed Federal income tax at 1948 rates and personal property taxes, state 
income taxes, retail sales taxes, and real estate taxes except those levied for improvements which 
tend to increase the value of property. Federal taxes computed on the basis of money income 


only. 
e After personal taxes. 


taxation would deny that, for the great 
majority of families, the retail sales tax 
with a general food exemption is an 
equitable tax. Not less than 93 per 
cent of all American families have in- 
comes between $500 and $10,000 per 
year.” If such a tax is to be attacked, 
therefore, it must be on the basis of its 
apparently “unfair” (regressive) treat- 
ment of the 7 per cent of the families 
whose incomes are either extremely low 
or extremely high. 


Observations on Extreme Income Groups 


In a statistical sense, the most un- 
satisfactory parts of any income distri- 


9U. S. Bureau of the Census, Current Population 
Reports, Consumer Income, Series P-60, No. 5, 
February 7, 1949, “Income of Families and Persons 
in the United States: 1947.” 





bution table are the lowest and highest 
income brackets. Because the limits of 
these brackets are not clearly defined, 
the average family income in them has 
little real meaning. This can best be 
illustrated by an example taken from 
Statistics of Income for 1945. If the 
individual returns shown in that re- 
port are tabulated so that the highest 
bracket of adjusted gross income is 
** $10,000 and over,” the average return 
in that bracket is found to have an ad- 
justed gross income of $22,254. Further 
inspection shows that this figure is any- 
thing but representative of most of 
the individual returns falling in the 
** $10,000 and over” income bracket 
since 67 per cent of the returns in that 
bracket report incomes between $10,000 
and $19,999 and nearly 46 per cent 
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show incomes of more than $10,000 but 
less than $15,000. The average is un- 
duly influenced by a relatively small 
number of extreme items. 

To a lesser extent, the same is true of 
the lowest income bracket. If the fig- 
ures were to be carried into negative 
brackets, we would find some families 
with negative incomes of many thous- 
ands of dollars. Obviously a man may 
have a very high income over a period 
of years, and yet the losses he sustains 
from time to time may put his family 
in the “under $500” income bracket 
in the distribution of income table for 
any specific year. 

In a careful analysis of the “ under 
$500 ” income class, the National City 
Bank reached the conclusion that it 
consists largely of two groups: persons 
receiving charitable assistance, public or 
private; and persons living on past sav- 
ings, often supplemented by minor 
sources of income.’® The retail sales 
tax burden on the former could best be 
alleviated by a slight increase in relief 
grants. The latter group is probably 
less injured by a state sales tax than by 
a state corporate income tax or an in- 
crease in property tax rates. 


10 National City Bank of New York, Monthly 
Letter, April, 1949, ““ Who Are They?” 
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In considering the regressivity of the 
tax on the very high income brackets it 
must be borne in mind that these in- 
comes are already paying very substan- 
tial taxes to all levels of government. 
The Tax Revision Commission of the 
State of Tennessee, after a thorough 
study of the spending patterns of 
families at various income levels, found 
that when Federal, State, and local taxes 
are taken into account, the Tennessee 
tax system is progressive even though 
the State-local tax structure is, by itself, 
regressive." 


Conclusions 


1. For the great majority of the 
population a retail sales tax with food 
exempt is substantially proportional in 
burden. 

2. It is a mistake to consider the ef- 
fect of any tax apart from all other 
taxes. The extremely high Federal in- 
come tax rates must condition all think- 
ing on state and local taxation. 

3. A retail sales tax with food exempt 
is an equitable method of raising revenue 
for state purposes. It does not encroach 
upon the income tax field upon which 
the Federal Government is so dependent. 


11 Report of the Tax Revision Commission of the 
State of Tennessee (November 1, 1948), p. 37. 











PUBLIC ATTITUDES TOWARD SOURCES 


OF STATE TAX REVENUES 


PHILIP W. CARTWRIGHT * 


HE PROBLEMS to which this study 

was directed were three-fold. The first 
preblem was to measure the attitude of a 
representative sample of the adult popu- 
lation of the State of Washington toward 
possible sources of increased tax revenues. 
The respondents were to assume that the 
State Government needed to increase its tax 
revenues and were asked to choose among an 
income tax, an increase in the retail sales 
tax rate, and an increase in the property tax 
rates—each of which would yield approxi- 
mately the same tax revenues. The second 
problem of the study was to determine 
whether the respondents, in choosing be- 
tween the income tax and the sales tax, pre- 
ferred the tax that would impose the smaller 
tax load on themselves. The third problem 
of the study was to measure the proportion 
of family income at each income level which 
is paid to the State in the form of retail 
sales taxes, and thus in a general way to 
determine the regressivity of the Washington 
State retail sales tax. A tax is said to be re- 
gressive in the sense used here if the pro- 
portion of income going to pay the tax de- 
creases as income increases. 


The Sample Survey 


The Washington Public Opinion Labora- 
tory cooperated in the study by selecting the 
population sample and ° providing inter- 
viewers throughout the State to conduct the 
investigation on a personal interview basis. 
In selecting the sample, care was taken to 
obtain a proportionate number of respond- 
ents from every geographical area, based 
upon the estimated population of the area. 


* The author is assistant professor of economics at 
the University of Washington. 
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In other respects the sample was completely 
random. Numerous questions on topics 
about which we have factual data for the 
State were inserted in the interview in order 
to properly validate the representativeness 
of the sample. 

With respect to the choice of source of 
increased tax revenues, the respondents were 
asked the following question: “‘ The State of 
Washington needs more money. Each of 
the following methods will raise the same 
amount.1. Which would you prefer? (a) 
An income tax of 4% with $500 exemption 
for each member of the family ... ., (b) 
An increase in the retail sales tax from 3% 
to 6% ... ., (c) An increase in present 
property tax rates from 40 to 100 mills 

” 

In order to test the correspondence be- 
tween tax preferences and cax liabilities, it 
was of course necessary to discover the 
amount of income of each respondent and 
the amount of his expenditures subject to 
sales tax. To obtain this information the 
respondents were asked a series of questions 
concerning their incomes, savings, and in- 
vestments. ‘The questionnaire used in the 
interview contained questions on all possible 
sources and uses of the family cash receipts, 
except for ordinary day-to-day living ex- 
penses. The latter figures for each respond- 
ent were obtained by subtracting the sum 
of his cash outgo and increased holdings of 


1 Previous estimates of tax yields and State income 
had indicated that the yields of these taxes would be 
approximately equal, assuming no evasion. The data 
of the survey bear out the equality of yield of the 
income and sales tax postulated. 


2 The Washington State Sales Tax applies to all 
expenditures except rent and services to a person. 















ly 
cs 
he 
er 
2s$ 


of 
re 
of 
of 
ne 
a) 
on 
b) 
%o 
nt 


ills 


be- 

it 
the 
ind 


the 
ons 
in- 
the 
ble 
ots, 
ex- 


nd- 
_ of 
d be 


data 
the 





PUBLIC ATTITUDES TOWARD STATE TAXES 369 


cash from the sum of his cash receipts. 
Since nearly all day-to-day living expenses 
are taxable under the Washington State Re- 
tail Sales Tax, the figures for living expenses 
computed in this way, plus certain of the 
specific expenditures reported by respond- 
ents, provide a fairly accurate measure of 
the taxable expenditure for the family units. 
The individual respondents were classified by 
family income into eleven class intervals; 
and the average taxable expenditure and the 
average tax liabilities imposed by the 3 per 
cent sales tax and the 4 per cent income tax, 
respectively, were computed for each income 
class. The individuals who chose each of 
the alternative taxes were segregated and 
arranged by income class to ascertain if the 
distribution of income of the group favor- 
ing one tax differed from the group favor- 
ing the other taxes. 


per cent of those who chose the sales tax 
had incomes of less than $2,500 in 1948. 
Only 15 per cent of those who selected the 
income tax had incomes in excess of $5,000, 
whereas 26 per cent of those choosing the 
sales tax had incomes in excess of $5,000. 
Of those individuals who chose the property 
tax, 35 per cent had incomes of less than 
$2,500 and 75 per cent had incomes of less 
than $4,000. As would be expected on a 
priori grounds, individuals choosing the 
property tax as the source of increased tax 
revenues tended to be concentrated in lower 
income levels than those selecting the other 
taxes. The income distribution of the total 
sample and of those respondents selecting 
each type of tax is shown in Table 1. 

Table 1 shows that those selecting the 
income tax were more heavily concentrated 
at the lower income levels, while those 


TABLE 1 


InNcoME DistrisuTION or Tora, SAMPLE AND OF RESPONDENTS CHOOSING INCOME TAX, 
Rerar Sates TAX, AND Property Tax 











Percenians Percentage of Re- Percentage of Re- Percentage of Re- 

Income Group Pr blie spondents Choos- spondents Choosing spondents Choos- 

era ing Income Tax Retail SalesTax § ing Property Tax 
Under $1,000 ........ 8.35 9.47 6.88 7.25 
$ 1,000- 1499 ........ 5.27 4.74 5.63 5.80 
1,500- 1,999 ........ 4.18 3.68 3.12 7.25 
2,000- 2,499 ........ 10.11 11.58 6.88 13.04 
2,500- 2,999 ........ 10.55 8.95 11.88 15.94 
3,000- 3,999 ........ 27.69 30.00 25.00 24.64 
4,000- 4,999 ........ 14.29 16.84 15.00 11.59 
5,000- 5,999 ........ 8.13 6.84 10.62 8.69 
6,000- 6,999 ........ 3.30 2.63 3.75 1.45 
7,000- 9,999 ........ 5.06 3.69 6.24 2.90 
10,000 and over ..... 3.07 1.58 5.00 1.45 
Ms ieee ta wah 100.00 100.00 100.00 100.00 





Findings 

The results of the investigations in order 
of the problems posed follow. In answer 
to the question which form of tax they 
would prefer, 45 per cent of respondents 
chose the income tax, 38 per cent chose the 
sales tax, and the remaining 17 per cent 
chose the property tax. Of respondents who 
chose the income tax, 29 per cent had in- 
comes of less than $2,500; whereas only 22 


choosing the sales tax tended to be more 
heavily concentrated at the upper income 
levels. Although, statistically, the distribu- 
tions of income of the two groups are not 
conclusively different,® the apparent differ- 
ence stands out and is what would be ex- 
pected. For incomes of $3,500 and less, 


3 That is, the difference revealed by the sample 
may be due to chance rather than to a true difference 
in the whole population. 
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the tax load imposed by a 3-percentage- 
point increase in the sales tax * exceeds that 
imposed by the 4 per cent income tax with 
$500 per capita exemption. For incomes 
greater than $3,500, the income tax is 
heavier. The tax liabilities imposed by the 
sales tax and income tax at each income 
level are shown in Table 2. A comparison 
of Tables 1 and 2 suggests a definite tend- 
ency for respondents to choose the tax im- 
posing the smaller load on them. The popu- 
lar preference for the income tax may be 
considerably influenced by the fact that 66 
per cent of the sample population had in- 
comes of $3,500 or less, and thus would 
pay a smaller amount under the income tax 
than under the sales tax. 


TABLE 2 
Averace AMounTs or TAX IMPOSED BY INCREASE 
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a percentage of their incomes in sales taxes 
as do families with incomes of $10,000 or 
more. It should be recognized that these 
estimates may not be an accurate measure of 
the incidence of the sales tax, since no ac- 
count is taken of the possibility that some 
of the sales tax may not be passed on to 
consumers in higher prices but may be par- 
tially or wholly absorbed by business firms. 
The figures do bear out the fairly general 
belief that retail sales taxes of the type used 
in the State of Washington are regressive in 
character. The average amount of sales tax 
paid and its percentage of income for each 
income level are shown in Table 3. 


TABLE 3 


AverAGE AMOUNT OF Retart SAtes TAX AND Its 
PERCENTAGE OF INCOME BY INCOME GROUP 




















Average Sales Tax as 
my Rerar Sates Tax AND BY INCOME Income Group Amountof a Percentage 
Tax For Each Income Group SalesTax Paid of Income 
Increase in a Under $1,000 . $ 38.88 3.89 
Income Group SalesTax 4 oe $ 1,000- 1,499 . 33.22 2.66 
from 3% to 6% ax 1,500- 1,999 . 43.60 2.49 
2,000- 2,499 . 53.05 2.36 
Under $1,000 ee Se eae 2,500- 2,999 . 67.99 2.47 
$ 1,000- 1,499 . oe. ake 3,000- 3,999 . 80.28 2.29 
1,500- 1,999 . en ees 4,000- 4,999 . 97.44 2.16 
2,000- 2,499 §3.05 $ 21.00 5,000- 5,999 . 104.80 1.91 
2,500- 2,999 67.59 40.00 6,000- 6,999 ... 123.06 1.89 
3,000- 3,999 .... 80.28 71.00 7, ,000- 9,999 .... 167.12 1.99 
4,000- 4.999 97.44 111.00 10,000 and over .. 319.07 1.93 
5,000- 5,999 104.80 151.00 
6,000- 6,999 123.06 185.00 
7,000- 9,999 vi 167.12 262.00 ‘ 
10,000 and over ... 319.07 586.00 It is apparent from the results of the 





® Exemption of $500 per capita. 


With respect to the regressivity of the 
existing 3 per cent retail sales tax, compu- 
tations based on data drawn from the sample 
survey show that the estimated sales tax on 
the lowest income group is equal to 3.89 per 
cent of income. This amount decreases with 
increases in income to 1.93 per cent of in- 
come for the highest income group. Ac- 
cording to these figures, families with in- 
come of less than $1,000 pay twice as large 


4It is assumed that the sales tax is wholly passed 
on to the consumer and not absorbed by producer or 
retailer. 


study that there is much less opposition on 
the part of the public in the State to the 
levying of an income tax than was thought 
to exist by many of the legislators at the 
last session of the State Legislature. There 
is opposition, of course, to the collection of 
any additional revenues, since some of the 
people who would be called upon to pay the 
new taxes will certainly oppose them. 
There is much more awareness than might 
be thought to exist of the distribution of 
the burden of different types of taxes. Given 
the necessity of collection of additional 
revenues to meet the growing expenses of 
State Government, the public clearly indi- 
cates that it would prefer that these revenues 
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be collected by the imposition of an income 
tax rather than by an increase in the sales 
or property tax rates. This expression of 
public opinion may be somewhat surprising 
when one considers the fact that the public 
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has become accustomed over the years to the 
levying of sales and property taxes at the 
State level, while the income tax would be a 
new type of tax for the State of Washing- 
ton. 





CONNECTICUT STATE TAX SURVEY * 


K. M. WILLIAMSON } 


HE Connecticut State Tax Survey Com- 

mittee, under the chairmanship of Mr. 
Roswell Magill, was appointed in 1948 by 
the late Governor McConaughy. The con- 
sultant was Dr. John F. Sly of Princeton 
University who, with his staff, did the re- 
search for the Committee. Mr. Rourke, the 
labor representative, credits Mr. Norman 
Zolot, lawyer of Bridgeport, and Professor 
William Vickrey of Columbia University 
for aid in preparation of his minority re- 
port. 

The chairman states that “the Com- 
mittee’s assignment was to survey the fair- 
ness, the adequacy, and the ease or difficulty 
of administration of Connecticut’s state 
taxes” (p. vi). The Committee studied 
seven features of Connecticut taxation, in- 
dicated by the chapters of the report: (1) 
The Financial Position of the State; (2) The 
Tax Impact on the Taxpayers; (3) The 
Consumers Sales and Use Tax; (4) A Per- 
sonal Income Tax; (5) The Taxation of 
Business; (6) The Payroll Tax; and (7) 
The General Property Tax. The Committee 
omitted study of the succession and estate 


* A review note on Report of the Connecticut 
State Tax Survey Committee, submitted to the 
Governor of Connecticut, January 3, 1949; Minority 
Report . . . by Joseph M. Rourke, submitted to the 
Governor, January 26, 1949 (Hartford, 1949). Pp. 
viii + 179. 


t The author is professor of economics at Wesleyan 
University. 


tax, the special business taxes, and the prob- 
lem of State aid to municipalities. The 
reasons given for these important omissions 
were either that the tax in question raised 
“no question of state tax policy,” that the 
matter lay outside of the Committee’s as- 
signment, or lack of time. 


Recommendations and Suggestions 


The Committee made five “ recommen- 
dations ” and four “ suggestions.” The rec- 
ommendations were the following: 


1. The consumers sales and use tax should 
be retained, at a rate of 2 per cent after 
July 1, 1949, and no major changes 
should be made in the system of ex- 
emptions, except to simplify adminis- 
tration. Associated with this recom- 
mendation for retention of the sales tax 
was the committee’s conclusion that 
Connecticut should not substitute for it 
a personal income tax. 


2. Interest paid should be allowed as a de- 
duction under the State’s corporation net 
income tax. 


3. No change should be made at present in 
the State’s unemployment compensation 
payroll tax. 


4. Provision should “ be made for a com- 
prehensive study of local property tax 
assessment methods and results, and... 
facilities [should] be provided in the 
State Tax Commissioner’s office for 
greater assistance to the towns in the 
work of assessing property taxes.” 
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§. “The legislature [should] make the 
question of insurance taxes a further 
subject of special legislative study ” (p. 
18). 


The four “suggestions” made by the 
Committee were the following: 


1. “ That, should the State of Connecticut 
need additional revenue, it could be ap- 
propriately provided in part by some 
equalization of the burden of unincor- 
porated business with that borne by in- 
corporated business” (p. 18). 

2. “That, whenever a suitable replacement 
tax can be developed, intangible per- 
sonal property be exempted from local 
taxation as property and that the state 
investments tax at 4 mills on face value 
of securities and its complement, the 
estate penalty tax, be repealed” (p. 23). 

3. “That tangible business personalty be 
exempted from taxation as property, 
provided that an ‘in lieu’ tax (to be 
determined after further study) can be 
devised as a replacement revenue for 
local government” (p. 26). The 
Committee suggested a gross receipts 
tax for such an “in lieu” levy (p. 
175). 

4. That other items of property exclusive 
of real estate and improvements, motor 
vehicles, and aircraft “be exempted 
from taxation as local property in Con- 
necticut ” (pp. 177-78). 


Fairness” of the State Tax System 


Space limitations do not permit consider- 
ation of all aspects of this report. Two 
features, however, which deserve some com- 
ment are (1) the Committee’s treatment of 
the “ fairness” of the Connecticut tax sys- 
tem and (2) the analysis of the relative 
merits of the sales tax and the personal in- 
come tax. The Committee states that the 
question of fairness of the State’s tax system 
is “the hardest question of all” (p. 47). 
Mentioning three possible criteria of fair- 
ness—ability, benefits, and universal re- 
sponsibility—the Committee adheres to no 
one of these as a single test, holding that 
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study of fairness “should follow not so 
much the application of a theory, as the de- 
termination, as far as possible, of the impact 
of a tax” (p. 48). 

Following this impact approach, the 
Committee estimates and compares the tax 
burdens of hypothetical individuals and 
corporations in Connecticut and in four 
other comparable industrial states—Massa- 
chusetts, New York, New Hampshire, and 
New Jersey. The Committee does not re- 
veal the statistical analysis underlying its 
estimates, and, while admitting the pitfalls 
and inconclusiveness of such comparative 
studies, nevertheless concludes “that the 
Connecticut tax payer (both corporate and 
individual) is on the whole in a satisfactory 
position relative to tax payers in comparable 
states” (p. 68). Granting the statistical 
validity of the estimates, which cannot be 
judged on the basis of evidence given, the 
reviewer questions the usefulness of such a 
comparative study in the determination of 
“ fairness.” Comparative tax burden in 
quantitative terms, whatever else it may in- 
dicate, is not an adequate criterion of “ fair- 
ness.” It would have been more meaningful 
if the Committee had taken the additional 
step of relating the amount of estimated 
taxes to the assumed income of the hypo- 
thetical taxpayers. The minority report does 
take this additional step with the same data 
and alleges that the Committee’s estimated 
amounts of taxes, stated as percentages of 
assumed income, show the Connecticut tax 
system to be regressive in comparison with 
that of New York and Massachusetts, which 
in contrast appears to be somewhat pro- 
gressive (Minority Report, pp. 11-12). 
Opinions differ as to concepts of equity and 
as to the weight to be assigned to equity in 
determination of tax policy. But since con- 
siderations of regression or progression do 
figure in the appraisal of a tax system, the 
majority report would have been more help- 
ful if the statistical and analytical bases of 
the quantitative estimates of comparative 
tax burden had been given and if the at- 
tempt had been made to indicate whether in 
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percentage terms the tax burden was pro- 
gressive or regressive with respect to various 
income levels. 

As Chairman Magill points out “ the most 
controversial conclusions of this report 
center around the merits of a personal in- 
come tax as compared to the existing con- 
sumers sales and use tax” (p. vii). The 
Committee concludes that the sales tax 
* meets the tests of tax equity and balance ” 
(p. 11). On this question the minority 
report of the labor representative registers a 
strong dissent in favor of the personal in- 
come tax. As to the considerations of 
equity involved in the comparison of the 
two taxes, the Committee feels that “so 
long as present Federal levies continue, the 
element of capacity to pay is supplied in full 
measure by the present graduated Federal 
personal income tax” (p. 119). Moreover, 
although guarded and somewhat vague in its 
statements, the Committee seems to con- 
clude that, in the large, a sales tax with ex- 
emptions such as those in the Connecticut 
tax contains an element of “ progressivity.” 
The Committee, on the basis of certain over- 
all data, with respect to the country at large, 
deduces that the Connecticut tax with its 
exemptions derives the major share of its 
revenue from the group of consumers with 
disposable incomes exceeding $3,000 (p. 
109). As to the bearing of these consider- 
ations on the relative equity of a sales tax 
and a personal income tax, the Committee 
limits itself to this conclusion: “It is inac- 
curate to view the individual income tax as 
the rich man’s tax and the consumer sales 
tax as the poor man’s tax. Either may be 
made to operate equitably within the state’s 
economy. The emotional labels that have 
been attached to both sales and income taxes 
should give way to the hard facts of ex- 
emptions, deductions, and rates” (p. 109). 

It is doubtless possible that by exemptions 
the regressivity of a sales tax over the lower 
ranges of income may be removed and that, 
at least over a range of lower incomes, the 
impact of a sales tax and of an income tax 
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may be substantially equalized through ex- 
emptions, rates, and deductions. The Com- 
mittee’s analysis, however, is neither ade- 
quate nor conclusive as to the relative im- 
pact of the existing Connecticut sales tax 
and of some conceivable income tax over 
the various levels of individual income. 
This is true because the Committee did not 
study the actual impact of the Connecticut 
sales tax under the existing conditions of 
income distribution and expenditure patterns 
in the State. Such a comparison of impacts 
is, of course, difficult to make because of 
lack of adequate information, but in view of 
the implied emphasis given to the compara- 
tive equity of the sales and income tax by 
the Committee such reservations as to the 
Committee’s analysis seem warranted. 

Aside from equity considerations, the 
Committee concludes “that under present 
conditions the consumer sales tax has ad- 
vantages over the individual income tax, 
including greater stability, freedom from 
duplication and overlapping of Federal taxes, 
and a broader basis of direct public support 
for state government” (p. 15). As is 
recognized by the Committee itself and 
doubtless by readers of this journal, this con- 
clusion is debatable, both as to policy and as 
to the three grounds on which it is based. 
As to the comparative stability of yield, 
much depends upon the nature of the two 
taxes. The substantial exemption of many 
necessaries and the importance of consumer 
durables in the tax base of the Connecticut 
sales tax may cause its revenue to vary sig- 
nificantly with business fluctuations. More 
study and experience with the revenue be- 
havior of the Connecticut sales tax seem 
necessary before giving its alleged stability 
the weight accorded it by the Committee. 


Intergovernmental Tax Relations 


As to duplication and overlapping of the 
Federal income tax (and of the New York 
income tax), the Committee discounts the 
argument of the proponents of the state 
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income tax that double taxation is sub- 
stantially removed by deductibility of the 
state tax from the Federal tax base, and by 
the reciprocity provision of the New York 
income tax. The apparent bases for this 
attitude by the Committee are uncertainty 
as to increase of Federal rates either to secure 
more revenue or to offset the mounting de- 
ductions of state income taxes and doubt as 
to the continuance of the existing reciproc- 
ity provision of the New York law upon 
adoption of a state income tax by Connecti- 
cut (p. 105). Suffice it to say that such 
considerations are at least subject to 
question. Moreover, the weight assigned to 
the element of duplication in judging the 
relative merits of taxes will depend upon 
one’s views as to the appropriate solution of 
intergovernmental tax coordination and as 
to other tax objectives. At any rate, the 
Committee seems to support segregation of 
taxes as the best solution of Federal-state 
tax relations (pp. 115-119). 

It is unfortunate that because of limita- 
tions of time or other reasons the Com- 
mittee felt it necessary to omit study and 
recommendations on several subjects. The 
outstanding omission is the urgent problem 
of state-local financial relations. The state 


NATIONAL TAX JOURNAL 


tax problem, in the opinion of the reviewer, 
cannot be realistically solved in isolation 
from the tax and financial problem of the 
local governments. The Committee’s de- 
cision that action in adjusting the tax bur- 
den on unincorporated business should be 
deferred until revenue is needed is based on 
considerations of revenue adequacy rather 
than fairness. It is also unfortunate that 
inability to suggest replacement revenues led 
the Committee to refrain from recommend- 
ing immediate action with respect to tax- 
ation of tangible business personalty, the 
local tax on intangibles, the State invest- 
ments tax, and the State estate penalty tax. 
The minority report also criticized the Com- 
mittee for lack of immediate recom- 
mendation on these matters. 

Other features of the report are com- 
mendable. The analysis of the taxation of 
business, exclusive of special business taxes, 
is a definite contribution. The report con- 
tains a useful statement of the history, form, 
and administrative problems of the Con- 
necticut sales tax. The treatment of the 
Connecticut general property tax, though 
admittedly not exhaustive, points up the 
weaknesses of this tax, which has long been 
in need of reform. 
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Oil and Gas Federal Income Taxation. By 
KENNETH G. Miter. New York: 
Commerce Clearing House, Inc., 1948. 
Pp. 251. $6.50. 


In 1926 Congress changed the income 
tax provisions for depletion deductions 
available to owners of oil and gas properties 
by substituting percentage depletion for 
discovery depletion. The express purpose 
of this change was to simplify procedure for 
determining depletion for tax purposes. If 
the percentage depletion provisions adopted 
at that time had in fact resulted in a simple 
method for separating tax-free recovery of 
capital from taxable income, Mr. Miller 
probably would not have written this book. 
But in practice percentage depletion has 
proved to be complex and a seed bed of 
litigation. 

Since 1926 a taxpayer has had annual 
options in computing depletion deductions 
for each of his oil or gas properties. On 
the one hand, he may take a deduction com- 
puted according to the general rule for 
capital recovery under the income t2x, i.e., 
amortization of the taxpayer’s original in- 
vestment in the mineral over the productive 
life of the deposit. On the other hand, 
he may take percentage depletion which is 
computed as the lesser of either (a) 27.5 
per cent of the gross income from the 
property or (b) 50 per cent of the net- 
operating income (net income before de- 
ducting depletion) from the property. 
The taxpayer’s annual deduction for each 
depletable property is the larger of either 
cost depletion or percentage depletion. 
Cost depletion, however, is limited in the 
aggregate for any one property to the tax- 
payer’s original investment or adjusted basis, 
whereas there is no limit on the total 
amount of percentage depletion deductions 
over the years. Percentage depletion con- 
tinues as long as the property yields net- 


operating income, even though several 
times the amount of the taxpayer’s invest- 
ment costs have already been recovered tax 
free. 

Operators of oil and gas properties also 
have an option to treat a portion of their 
capital costs as currently deductible ex- 
penses for tax purposes in the year incurred. 
These costs are known as intangible drilling 
and development costs. They comprise 
expenditures for labor, supplies, hauling, 
repairs, etc., which under ordinary account- 
ing procedure would be charged to the 
capital-asset accounts. In instances where 
an operator obtains permission to drill and 
produce oil or gas in exchange only for 
rights to royalties from future production, 
the whole of the capital investment made 
in the mineral deposit by the operator may 
consist of these intangible costs. If such 
an operator elects to expense these costs 
against other income at the time they are 
incurred, he will have no cost basis for 
later cost-depletion deductions. But since 
percentage depletion is not confined to any 
amortizable basis, this type of later depletion 
deduction is in no way limited by the treat- 
ment of intangible costs as currently de- 
ductible expenses. 

It is this combination of tax deductions 
for depletable properties which has kept the 
oil and gas industry probably the only field 
of economic activity in the United States in 
which large fortunes can be accumulated 
through reinvestment while legaliy paying 
slight, or no, income taxes. An oil or gas 
operator can avoid taxation on all or the 
major part of his net-operating income in 
excess of tax-free depletion allowances by 
promptly reinvesting an equivalent amount 
in further drilling and development. This 
expansion and tax avoidance on reinvested 
earnings can continue as long as the opera- 
tor, individual or corporate, has or can find 
promising lease-holds on which to drill. 


375 





B 
i 
Y 


ft 
| 








When an expansion program is completed, 
the percentage depletion allowances entitle 
the operator, in computing current and 
future tax liability, to deduct from annual 
net-operating income one-half thereof or an 
amount equal to 27.5 per cent of gross in- 
come as long as the properties remain pro- 
ductive. This period may average about 
thirty years. 

The tax advantages available to owners 
of depletable interests have led to much 
contention for these deductions by holders 
of various types of rights to oil and gas in 
place and to continuing efforts of tax ad- 
ministrators and courts to define the limits 
of the deductions. The result, as Mr. Miller 
explains, has been the development of a 
“specialized law of federal income tax 
applying, on top of the regular tax law, to 
the industry” (p. 3). The combination 
“often seems overwhelming in its com- 
plexity. Assuredly no industry has more 
difficult technical tax problems than the oil 
and gas industry .... With the passing 
years, the field has become more compli- 
cated, rather than less” (ibid.). 

The task that Mr. Miller has undertaken 
is a narrowly technical one. His purpose 
is to set forth the tax law relative to owners 
of oil and gas properties as it is now, with- 
out regard to what the law should be or will 
be. He thus ignores all of the economic 
and political questions about oil and gas 
income taxation which have been focal 
points of controversy before several Con- 
gressional committees since discovery de- 
pletion was first suggested in 1918. He 
also gives no attention to the broad question 
of the constitutionality of depletion de- 
ductions, although this question remains of 
current concern to other authors such as 
Roswell Magill in Taxable Income (rev. ed.; 
New York: Ronald Press, 1945, pp. 348 
ff.) and R. H. Montgomery in Mont- 
gomery’s Federal Taxes—Corporations and 
Partnerships, 1948-49 (Vol. 1; New York: 
Ronald Press, 1948, pp. 832 ff.). 

Mr. Miller’s book is essentially a digest of 
rulings. To describe the situation which 
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has developed since Congress sought to 
simplify tax procedure for this industry in 
1926, consideration is given to 258 court 
cases and 61 administrative rulings in ad- 
dition to the Internal Revenue Code and 
Regulations 111. Generous quotations are 
included from these various sources. Mr. 
Miller’s contribution consists mainly of the 
selection and arrangement of material, and 
the rulings are, for the most part, left to 
speak for themselves. 

This method produces a good deal of 
repetition. As interrelated aspects of the 
tax deductions are discussed in separate 
chapters, some important decisions are cited 
twenty times. Several pages of certain 
court opinions are reproduced twice, and 
some apt paragraphs of other opinions are 
quoted at three different places in the book. 
But perhaps what seems a fault to the reader 
may be a virtue to those who use the book 
as a manual in dealing with specific prob- 
lems. 

In my estimation too little of Mr. Miller’s 
efforts has been directed to integration and 
reconciliation of the numerous rulings. 
Ownership rights to oil and gas in place 
comprise a web of royalties, minimum 
royalties, overriding royalties, working 
interests, participating interests, carried 
interests, oil and gas payments, net profit 
arrangements, etc. The body of law deter- 
mining which income recipients are entitled 
to percentage depletion is, as the courts have 
said, in an evolutionary process. The courts 
have commonly looked to practical con- 
sequences of contracts and to economic 
realities of transactions rather than to 
property rights established under state laws. 
There are numerous conflicting interpre- 
tations and rulings. With respect to some 
apparent inconsistencies, Mr. Miller does 
venture an opinion as to the view which 
may be expected ultimately to prevail. Such 
insights are offered in his comparison of 
percentage depletion claims of owners of 
royalties with those of owners of oil and 
gas payments and of rights to net profits. 
There is also a helpful discussion of the types 
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of transactions the courts are likely to treat 
for tax purposes as a lease, sublease, or sale. 
With these few exceptions, Mr. Miller is 
generally content to present opposing views 
without attempting to distinguish or to rec- 
oncile. In consequence of his reluctance 
to discuss what the law will be or should 
be, he thereby fails at several points to sug- 
gest what, among alternatives, he thinks 
the law is. At any rate, it is manifest that 
this field of law, in which “it may be 
safely stated that most of the litigation in- 
volving this deduction has been in con- 
nection with the percentage computation ” 
(p. 22), is today a far from settled field. 

By compiling and summarizing the cur- 
rent rulings in this field of law and tax ad- 
ministration, Mr. Miller has performed a 
useful service. His presentation is more 
readily comprehensible than other sources of 
similar information such as the various tax 
services. His work will be of value to tax 
lawyers and accountants who specialize in 
minimizing income taxes of their oil and 
gas clients. 

General students of taxation often avoid 
technical books such as this. This is per- 
haps unfortunate. For the book gives a de- 
tailed demonstration of the tax compliance 
and administration problems that have arisen 
from special tax treatment. A reader will 
surely be prompted to recall the exhortation 
of the late Henry C. Simons: “ Consider 
now calmly how many pages might be cut 
out of statutes and Regulations if only we 
treated owners of depletable assets like other 
taxpayers, instead of like monsters who 
might eat up the Secretary if the huge 
ransom payments were discontinued ” 
(‘Federal Tax Reform,” University of 
Chicago Law Review XIV [1946], 42). 
Reading of this book might stir a more 
general interest in the arguments by which 
the special tax treatment of the oil and gas 
industry has been successfully advocated and 
defended before various Congressional com- 
mittees. 

Douc.ias H. ELpripce 
Washington, D.C. 
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Report of Findings and Recommendations 
on the Pennsylvania Tax System. By the 
Tax Stupy CoMMITTEE. (A report pub- 
lished by the Joint State Government 
Commission and transmitted to the Gov- 
ernor and the General Assembly of the 
Commonwealth of Pennsylvania.) Harris- 
burg, 1949. Part I, pp. x + 51. Part 
Il, pp. ix + 16. 


This is a report by a Tax Study Com- 
mittee authorized by an act of the General 
Assembly in 1947 (1) to study the tax laws 
of Pennsylvania and other states and also of 
foreign countries; and (2) to recommend a 
more scientific and equitable system of 
financing the Commonwealth and its sub- 
divisions—one that would enhance the in- 
dustrial position of the Commonwealth. 
Such an assignment was most ambitious, and 
it gives one the impression that this was to 
be a tax study that would obviate the need 
for further studies. The Committee’s 
recommendations, like those of other tax 
studies in Pennsylvania, were controversial, 
however, and were substantially rejected. 
Since tax problems are continuing as State 
and local expenditures move upward and as 
the various groups in the community seek to 
escape unfavorable tax burdens, the recom- 
mendations of this and other tax studies will 
probably be weighed again at the next 
regular session of the legislature in 1951. 

The Tax Study Committee consisted of 
seven members. The chairman was the 
Secretary of Commerce. The Governor ap- 
pointed two citizen members; the President 
Pro Tempore of the Senate, two senators; 
and the Speaker of the House, two repre- 
sentatives. Staff facilities were provided by 
the Joint State Government Commission. 

In Part I of the report the Committee 
recommended the abandonment of the much 
criticized but productive corporate capital 
stock, loans, and franchise taxes. To make 
up the revenues thus lost and to convert the 
corporate tax structure primarily into a net 
income tax, it proposed that the corporate 
net income tax rate should be raised from 4 
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per cent to 6 per cent. Alternative taxes 
would be either a new 3 mill tax on capital 
employed or a new minimum annual fee of 
$25. The largest of the three alternative 
taxes would be paid. Unincorporated 
businesses and professions, which have been 
free from a State income tax, would pay an 
income tax at a rate of 1.5 per cent. 

In conjunction with the proposed repeal 
of the corporate taxes mentioned, the Com- 
mittee would either (1) subject corporate 
securities to a county tax at a 2 mill rate, 
instead of the present 4 mill county rate 
which has been applied only to the securities 
of corporations not subject to the State taxes 
on capital stock, loans, and franchises; or 
(2) as an alternative, the county personal 
property taxes could be abandoned and a 
State tax at a rate of 4 per cent on the in- 
vestment income of Pennsylvania residents 
could be substituted, exempting only the 
interest on securities of the Federal and 
Pennsylvania State and local governments. 
The Committee preferred the second alter- 
native. The proceeds of the tax would go 
primarily to the counties, the remainder, 
nearly one-third, would go into the State 
general fund. 

Another change suggested at the State 
level was the repeal of the soft drinks tax, 
which the industry has vigorously protested. 

Part II of the report deals with local 
taxation and State and local tax relations. 
As was to be expected, much of the work 
of the Committee was concerned with the 
reform of Act 481 of the 1947 General 
Assembly. This act extended to local gov- 
ernments, excepting the counties and pre- 
dominantly rural townships, the privilege 
previously given to Philadelphia and Pitts- 
burgh of taxing those objects not taxed by 
the State. The unprecedented latitude in 
taxation granted to local governments 
produced a crop of new local taxes on in- 
come, amusements, natural resources, per- 
sons, and other objects. The purpose of the 
act was to encourage local governments to 
develop independent revenue sources, to 
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ease the pressure on property, and to lessen 
the need for State aid. The act was much 
criticized for giving local governments al- 
most unlimited taxing powers. The results 
in taxing coal were particularly grotesque. 

To meet the situation, the Committee 
proposed that school districts be allowed to 
tax only real estate and persons, that income 
and per capita taxes be confined to residents 
and be subject to rate limitations, and that 
the State introduce a retail sales tax at a rate 
of 2 per cent or less, exempting foods con- 
sumed off the premises and commodities sub- 
ject to special excises. The new State sales 
tax would provide funds for education and 
would offset the revenues lost from restrict- 
ing the local taxing powers. School districts 
could not tax real estate at a rate above 6 
mills. The problems of local property tax 
administration were largely ignored, and no 
State assistance in administration was 
proposed. 

The proposals for the revision of State 
taxation did not win the approval of the 
Governor or the General Assembly. A 
number of limitations in local taxation 
were adopted, however, by amending Act 
481. School districts can tax only the in- 
come of residents. The combined income 
tax rates of local governments operating in 
the same area must not exceed 1 per cent. 
Taxes on local natural resources; manu- 
facturing; transportation; or privileges, acts, 
or transactions relating to local natural re- 
sources, manufacturing, or transportation 
are forbidden—with the purpose of exempt- 
ing local industry. Local retail sales taxes 
are limited to a rate of 2 per cent, mercan- 
tile license taxes to a rate of 1 mill on whole- 
salers and 1.5 mills on retailers, per capita 
and other head taxes to $10, admissions 
taxes to 10 per cent, and taxes on transfers 
of title to real property to 1 per cent. 

The Committee report is clear and read- 
able and merits the study of those interested 
in Pennsylvania State and local tax prob- 
lems. Further changes in the State and local 
tax systems are to be expected, in view of 
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the demands for needed reforms and the 
upward trend in State and local expen- 
ditures. As this is being written (Septem- 
ber, 1949), it seems likely that Pennsylvania 
will approve a $500 million bonus to war 
veterans in a popular referendum in the fall 
of 1949. No decision has been made as yet 
on the new taxes that would be imposed to 
finance the bonus. Important tax legis- 
lation is therefore to be expected at the next 
regular session of the General Assembly. 


ALFRED G. BUEHLER 


University of Pennsylvania 


Check List on How Cities Can Cut Costs. 
By Crarence E. Riptey and Orin F. 
Nottinc. Chicago: The International 
City Managers’ Association, 1949. Pp. 
52. $1.00. 


The authors state that the purpose of this 
pamphlet “is to suggest constructive 
economies in local government without 
sacrifice either in the quality or quantity of 
service.” It is intended as “a guide for 
municipal officials who want to improve the 
quality and effectiveness of municipal ser- 
vices.” The check list takes the form of 542 
questions designed to reveal whether the 
city’s administration conforms with “ tested 
practices.” The questions are classified un- 
der the following major headings: manage- 
ment, office practice, finance, personnel, 
planning, public welfare, public health, 
housing, public works, inspectional services, 
utilities, fire, police, traffic, parks and recre- 
ation, education, public libraries, elections, 
and governmental structure. Suggestions 
for the use of the check list are included. 


Survey of University Business and Economic 
Research Projects, 1947-48. By Lyie C. 
BRYANT, Extension Service, Small Business 


Division, U. S. Department of Commerce. 
Washington: Government Printing Office, 
1949. Pp. vi + 240 (processed, paper 
covers). $1.00. 


“This volume is the sixth in a series of 
reports compiled by the Department of 
Commerce listing and briefly describing re- 
search projects at college and university 
schools of business and departments of 
economics. Information was gathered by a 
survey completed during the spring of 1948 
and supplemented in February and March, 
1949. A total of 1,188 projects were re- 
ported, including projects being carried on 
by faculty and other staff members, doctor’s 
theses, and superior master’s theses. Projects 
completed during 1947 or 1948 and those 
under way are classified in twenty-four sub- 
ject-matter groups. Emphasis is given to 
the purposes the projects are expected to 
serve and their status. Eighty-five projects 
are listed in the field of public finance and 
taxation. Other classifications include 
management, accounting, personnel adminis- 
tration, business finance, national income, 
regional planning and development, and 
urban land and housing. There is an index 
of authors. 


1949 Income-tax Returns, Suggestions for 
Farmers. By V. B. Hart and M. SLapE 
Kenprick. (Cornell Extension Bulletin 
799) Ithaca, N. Y.: New York State 
College of Agriculture at Cornell Univer- 
sity, 1949. Pp. 32. 


This pamphlet gives suggestions to 
farmers for completion of Federal and New 
York State income tax returns for 1949. 
Included are an example of a farmer’s 
Federal return, questions and answers on the 
Federal and State income taxes and the State 
unincorporated business tax, and a check 
list of farm expenses. 
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FORTY-THIRD ANNUAL TAX CONFERENCE 


N September 14 to 22, 1950, the 

National Tax Association will sponsor 
its Forty-third Annual Tax Conference at 
Pittsburgh, with headquarters at the William 
Penn Hotel. 

Mr. E. M. Elkin, General Tax Attorney 
for Westinghouse Electric Corporation and 
a man of broad background and deep under- 
standing of tak problems, has been drafted 
by President Spaeth to head the Program 
Committee. Suggestions as to general topics, 
specific subjects, and speakers may be sent 
to him at his business address—306 Fourth 
Avenue, Pittsburgh—and will, I am sure, be 


gratefully received and carefully considered. 
° 


Mr. Samuel Johnston, Assistant Comp- 
troller of the Gulf Oil Corporation, has 
consented to serve as Chairman of the Local 
Arrangements Committee and Mr. T. B. 
Morgan, Assistant Tax Supervisor of United 
States Steel Corporation, as Vice Chairman. 
The enthusiasm and efficiency with which 
the duties of this committee are being dis- 
charged assure delegates and their wives a 
splendid environment for a pleasant and 
profitable conference. 


RONALD B. WELCH 


Secretary 


NEW MEMBERS 


ALABAMA 
Mr. Tommy F. Parker, Treasurer 
National Southern Products Corp. 
P.O. Box 390, Tuscaloosa 


ARIZONA 
Arizona Tax RESEARCH ASSOCIATION 
Heard Building, Phoenix 


Mr. WiriuiaM E. JouHn, Accountant 
Mulcahy Lumber Company 
P.O. Box 2431, Tucson 


ARKANSAS 


Mr. Froyp CAMERON, Accountant Auditor 

Brookland 
CALIFORNIA 

Me. JoHN H. Gorsy, Public Accountant 

Gorby & Gorby 
1816 Lincoln Avenue, San Diego 3 

Mr. Vincent D. KeNnNepy, Managing Director 

California Retailers Assn. 


Central Tower, San Francisco 3 
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CONNECTICUT 
Mr. Leonarp B. JoHNnson, CPA 
T. M. Byxbee Company 
157 Church Street, New Haven 10 


DISTRICT OF COLUMBIA 


Mr. Daniet O. DecHERT, Attorney 
824 Connecticut Avenue, Washington 
Miss SELMA J. MUSHKIN 
Federal Security Agency 
Social Security Administration 
Washington 25 
Mr. RicHarp R. REIWENBACH 
1819 G Street, N.W., Washington 6 
Mr. Russert E. Train 
Joint Committee on Internal Revenue Taxation 
162 Senate Office Building, Washington 


FLORIDA 


Mr. C. P. Sacrarmes, Public Accountant 
Tarpon Springs 
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ILLINOIS 


Pror. WALTER BLUM 
University of Chicago Law School 
Chicago 37 
Mr. WittiaM M. Devine, Member 
Cook County Bd. of Tax Appeals 
Court House, Chicago 3 
Mr. Mark M. Mooney, Attorney 
Holt & Kearney 
111 W. Washington St., Chicago 
Mr. Lye B. Purpy, Tax Assistant 
Commonwealth Edison Co. 
72 W. Adams Street, Chicago 
Mr. WENDELL P. RENNER, Tax Accountant 
Inland Steel Company 
38 S. Dearborn Street, Chicago 
Mr. G. F. D. ZimMERMAN, Senior Research Analyst 
Illinois Legislative Council 
305 State Capitol, Springfield 


INDIANA 
Mr. R. F. Ericson, Instructor in Finance 


School of Business 


Indiana University, Bloomington 
LOUISIANA 


Mr. A. G. HAMMETT 
Gaddo Parish Tax Assessor 
Shreveport 
Mr. Bit H. McCaa, Assistant Tax Auditer 
Texas Eastern Transmission Corp. 
P.O. Box 1612, Shreveport 94 


Mr. Lamar F. MILLER, Attorney 
State Department of Revenue 
State Capitol, Baton Rouge 1 


Mr. K. R. SERUNTINE, Supervisor 
Financial Tax Department 
Pan Am Southern Corp. 
P.O. Box 2, New Orleans 6 


MAINE 


Dr. Pome M. Brown 
Department of Economics 
Bowdoin College 
3 Page Street, Brunswick 


Utmirtes Distrisutors, INc. 
Thompson’s Point, Portland 2 


MARYLAND 
Mr. Georce W. McManus, Jr., Attorney 
Blades & Rosenfeld 
1206 Fidelity Building, Baltimore 1 
Mr. ALBERT A. Rose, Tax Consultant 
6023 Baltimore Avenue, Riverdale 


MASSACHUSETTS 
Mr. CHarLEs R. BRUNELLE, Chief Assessor 
City of Somerville 
City Hall, Somerville 
Mr. Russet S. Cary, Tax Consultant 
84 State Street, Boston 9 
Dr. Atzapa Comstock, Professor of Economics 
Mount Holyoke College, South Hadley 
Mr. James S. EastHaM, General Counsel 
Eastern Gas & Fuel Associates 
250 Stuart Street, Boston 16 
Mr. Geracp E. Fossroxe, Attorney 
Peabody, Brown, Rawiey, & Storey 
201 Devonshire Street, Boston 10 
Mr. J. J. Potrocx, Division Tax Manager 
Gulf Oil Corporation 
31 St. James Avenue, Boston 17 
Mr. Epmunp §S. Rex, Attorney 
Higgins & Higgins 
85 Devonshire Street, Boston 9 
Mr. HERMAN STUETZER, JR. 
Lybrand, Ross Bros. & Montgomery 
80 Federal Street, Boston 


MICHIGAN 


Mrs. James T. DUNNE, Taxation Chairman 
Michigan League of Women Voters 
7588 Sweetbriar 
Route 1, Walled Lake 


MINNESOTA 


Mr. EtmMer L. ANDERSEN, State Senator 
2188 Hendon Avenue, St. Paul 8 
Mr. WittiaM N. Avery, Office Manager 
Meyer Machine 
137 Bluff Street, Red Wing 
Mr. CuHarres T. Keatine, Director 
Inheritance and Gift Tax Division 
State Dept. of Taxation 
221 State Office Building, St. Paul 1 
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Pror. Dare C. Marcoux 
School of Business 
University of Minnesota, Minneapolis 14 
Mr. Davw R. Roserts, Attorney 
Inheritance & Gift Tax Divn. 
State Dept. of Taxation 
221 State Office Building, St. Paul 1 


MISSISSIPPI 


Mr. R. MansELL Hit, District Supervisor 
State Tax Commission 
P.O. Box 235, Gulfport 


MISSOURI 


Mr. T. R. ALLEN, Supervisor 
Income Tax Division 
State Department of Revenue 
State Capitol, Jefferson City 
Mr. E. E. Diemer, Director of Research 
Associated Industries of Missouri 
2004 Railway Exchange Bldg., St. Louis 1 
Mr. G. C. HorrMann, Assistant Treasurer 
A. C. L. Haase Co. 
4300 Geraldine Avenue, St Louis 15 
Mr. Erte KENEY 
2754 Granda Drive, Lemay 23 
Mr. KENNETH E. Quevreaux, Tax Representative 
Southwestern Bell Telephone Co. 
1010 Pine Street, St. Louis 1 
Mr. E. A. SaLomo, Auditor 
American Refrigerator Transit Co. 
1218 Olive Street, St. Louis 3 


MONTANA 
Mr. J. R. Marcu 
Asst. Corporation License Tax Auditor 
State Board of Equalization 
1312 9th Avenue, Helena 


NEBRASKA 


Mr. Rosert H. Creapick, Director 
Cigarette Tax Division 
State Dept. of Agric. & Inspection 
State House 
P.O. Box 58, Lincoln 9 


NEVADA 


Mr. Pat Mooney, Office Manager 
Harrah’s Club 
210 N. Virginia Street, Reno 
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NEW JERSEY 


Mr. Witt1aM T. ATHEY 
Income Tax Unit 
Bureau of Internal Revenue 
359 Atlantic Street, Bridgeton 


Mr. Atvin A. BURGER 
33 Farley Road, Short Hills 
Mr. Henry W. Connor, Director 
Bureau of Municipal Research, Inc. 
605 Broad Street, Newark 


Mr. JoHN M. GREENER, JR. 
Leewal Company, Inc. 
33 New Bridge Road, Bergenfield 


NEW MEXICO 


Mr. S. SzLIGMAN, President 
Bernalillo Mercantile Co. 
Bernalillo 
NEW YORK 
Mr. CuHrist1AN W. BENTELE, Comptroller 
Rusch & Co. 
1441 Broadway, New York 18 
Botwin & Botwin, Certified Public Accountants 
11 W. 42nd Street, New York 18 


Mr. ALBERT T. HassELi, Manager 
Tax Department, Textron Inc. 
401 Fifth Avenue, New York 16 


Mr. Louis P. Jacoss, Attorney 
Powell & Jacobs 
$1 Chambers Street, New York 7 


Mr. Kirk A. KEEGAN, Manager 
State, County and Municipal Dept. 
Remington Rand, Inc. 
4th Avenue & 23rd Street, New York 10 
Mr. Hersert E. KrarMan, Assistant Director 
Hospital Council of Greater New York 
370 Lexington Avenue, New York 17 


Mr. Paut NEwMAN 
Asst. Manhattan District Supv. 
State Dept. of Taxation & Finance 
80 Centre Street, New York 13 


Mr. SAMUEL H. Pearis, Attorney 
Pearis, Ressaguie & McManus 
703 Press Building, Binghamton 
Mr. Harotp Peck, Secretary-Treasurer 


Stoffel & Co., Inc. 
271 Church Street, New York 13 














No. 4] 


Mr. James N. RavLin, Attorney 
American Airlines, Inc. 
100 42nd Street, New York 17 
Mr. Harry A. SANDSTEDT, Treasurer 
U. S. Industrial Chemicals, Inc. 
60 E. 42nd Street, New York 17 
Mr. RatpuH J. SELBy, Accountant 
25 Monroe Place, Brooklyn 2 


Mr. RayMonp B. SLack 
Director of Local Assessments 
State Board of Equalization and Assessment 
17 Van Schoick Avenue, Albany 


Mr. Epwarp L. SpETNAGEL, Assistant Comptroller 
Standard Brands, Inc. 
$95 Madison Avenue, New York 22 


Department uf Economics 
Columbia University 
5 Hamilton Road, Scarsdale 
Mr. JoHN W. WAGNER 
J. P. Stevens & Co., Inc. 
37 Vernon Road, Scarsdale 


Mr. James O. Wynn, Attorney 
Wynn & Blattmachr 
1 E. 44th Street, New York 17 


NORTH CAROLINA 
Mr. G. D. Arnot, Treasurer 
Farmers Cooperative Exchange 
Box 1004, Raleigh 


Mr. EucEeNne G. SHaw, Commissioner of Revenue 
State Department of Revenue, Raleigh 


OHIO 


Mr. Epwin E. Leg, Public Accountant 
2144 Madison Avenue, Toledo 
Mr. Davin B. MELLMAN, Public Accountant 
150 E. Broad Street, Columbus 15 
Mr. JoHN S. Racan, Tax Consultant 
11018 Parkview Avenue, Cleveland 4 
Mr. F. J. THELEN, Head 
Tax Department, Interlake Iron Corp. 
1900 Union Commerce Building, Cleveland 14 
Mr. J. Austin WHITE 
J. A. White and Co. 
1306 Union Central Bldg., Cincinnati 2 
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OKLAHOMA 
Mr. Rene Paut Henry, Head 
Tax Department 
Mid-Continent Petroleum Corp. 
P.O. Box 381, Tulsa 2 
Dr. Kan C. Mur 
Department of Economics 
Oklahoma City University, Oklahoma City 
Mr. D. Franx Prater, CPA 
702 Apco Tower, Oklahoma City 2 
Mr. Roy J. SmirH, Tax Attorney 
Stanolind Pipe Line Co., Tulsa. 
Mr. Ciype SNopcrass, Tax Commissioner 
Sinclair Oil & Gas Company 
Box 521, Tulsa 
STATE LEGISLATIVE COUNCIL 
431 Capitol Building, Oklahoma City 5 


PENNSYLVANIA 


Mr. Irwin B. Hoxwortn, Accountant and Auditor 
P.O. Box 64, Reading 
Mr. Water L. Lanois, Tax Executive 
McCloskey Varnish Company 
7600 State Road, Philadelphia 36 
Mr. Otto F. MESSNER 
Acting Secretary of Revenue 
State Department of Revenue 
State Capitol, Harrisburg 
Mr. Horace W. Peters, Attorney 
Jones & Laughlin Steel Corp. 
Pittsburgh 
PirtsBuRGH PLatTe GLass Co.* 
Mr. Leland Hazard 
2000 Grant Building, Pittsburgh 19 
Mr. Car F. Scuatz, Assistant Treasurer 
G. C. Murphy Company 
$31 Fifth Avenue, McKeesport 
Mr. Wi1aM J. Smerak, Treas. 
Wm. K. Stamets Co. 
4026 Jenkins Arcade, Pittsburgh 22 


TEN NESSEE 


Mr. Joun P. Gama ce, Assistant Commissioner 
State Dept. of Finance & Taxation 
105 War Memorial Building, Nashville 


* This account renewed on a sustaining membership 
basis. 
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TEXAS 
Mr. Ose L. McA.isTer, Attorney 
Jefferson Lake Sulphur Co. 
1405 Electric Building, Fort Worth 
Mr. Lecranp W. McCiLoup 
Department of Finance 
University of Texas, Austin 
Mr. Georce E. Ray, Attorney 
Ray and Hammonds 
1018 First National Bank Bldg., Dallas 
Mr. Craupe C. Wizp, Attorney 
Capitol National Bank Bldg., Austin 


UTAH 


Mr. H. C. SHOEMAKER, Chairman 
State Tax Commission 
140 State Capitol, Salt Lake City 


WASHINGTON 


Mr. Ernest C. Huntiey, Chairman 
State Tax Commission 
State Capitol, Olympia 
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WYOMING 


Mr. Eart A. McKay, Manager 
Ad Valorem Tax Department 
State Board of Equalization, Cheyenne 


ALASKA 


Mr. M. P. MULLANEY 
Tax Commissioner 
Alaska Department of Taxation 
Box 2751, Juneau 


FRANCE 


Dr. HENRY LAUFENBURGER 
Faculty of Law 
8 Rue Dugay-Trouin, Paris 6 


HAWAII 


Mr. TorKEL WESTLEY 
Assistant Tax Commissioner 
Dept. of the Tax Commissioner 
Territory of Hawaii 
P.O. Box 259, Honolulu 9 





STATEMENT OF THE OWNERSHIP, MANAGEMENT, 
CIRCULATION, ETC., REQUIRED BY THE ACT 
oF CONGRESS OF AUGUST 24, 1912, As 
AMENDED BY THE AcTs OF MARCH 
3, 1933, AND JuLy 2, 1946 


Of National Tax Journal, published quarterly at 
Lancaster, Pennsylvania, for October 1, 1949. 


STATE OF CALIFORNIA 
CouNTY OF SACRAMENTO 


Before me, a Notary Public in and for the State 
and county aforesaid, personally appeared Ronald B. 
Welch, who, having been duly sworn according to 
law, deposes and says that he is the Business Manager 
of the National Tax Journal and that the following 
is, to the best of his knowledge and belief, a true 
statement of the ownership, management, etc., of 
the aforesaid publication for the date shown in the 
above caption, required by the Act of August 24, 
1912, as amended by the Acts of March 3, 1933, 
and July 2, 1946 (section 537, Postal Laws and 
Regulations), to wit: 


1. That the names and addresses of the publisher, 
editor, managing editor, and business managers are: 


Publisher—National Tax Association, P.O. Box 
1799, Sacramento 8, California. 


Editor—Roy Blough, 1126 East $9th St., Chicago 
37, Illinois. 


Managing Editor—None. 


Business Manager—Ronald B. Welch, P.O. Box 
1799, Sacramento 8, California. 


2. That the owner is: National Tax Association, a 
non-stock corporation, chartered in the District of 
Columbia, whose principal office is located at 1020 N 
Street, Sacramento 14, California. 


3. That the known bondholders, mortgagees, and 
other security holders owning or holding 1 per cent 
or more of total amount of bonds, mortgages, or 
other securities are: None. 


(Signed) Ronatp B. Wetcnu, Business Manager. 
Sworn to and subscribed before me 
this 10th day of October, 1949. 


(Signed) Bess L. Bieser, 
Notary Public, Sacramento County, California. 


Commission expires January 17, 1950. 
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NATIONAL TAX ASSOCIATION 
Organized 1907 — Incorporated 1930 

OBJECT. The National Tax Association is a non-political, non-sectarian, 
and non-profit-making educational organization. Its object, as stated in its 
certificate of incorporation, is to educate and benefit its members and others by 
promoting the scientific study of taxation and public finance; by encouraging 
research; by collecting, preserving, and diffusing scientific information; by 

izing conferences; by appointing committees for the investigation of spe- 
cial problems; by formulating and announcing, through the deliberately ex- 
pressed opinion of its conferences, the best informed thought and ripest adminis- 
trative experience available for the guidance of public opinion, legislation, and 
administration; and by promoting better understanding of the common interests 
of national, state, and local governments in the United States and elsewhere, in 
matters of taxation and public finance and interstate and international comity 
in taxation. 

MEMBERSHIPS. The Association welcomes to its membership, for 
mutual discussion and deliberation, all who may be interested in taxation and 
public finance generally. Annual dues are: i.anior memberships (for individuals 
under thirty-five years of age), $5; senior memberships (for other individuals 
and organizations), $10; sustaining memberships, $100. 


PUBLICATIONS. The Nationat Tax Journat is published quarterly 
in March, June, September, and December. Procrepines of the annual con- 
ferences on taxation which are sponsored by the Association are published soon 
after the meetings. The JourNaL and the PRocEEDINGs are sent to members 
without charge. To non-members the price of the JouRNAL is $3.75 per year, 
single numbers, $1.25. The prices of the ProcEEpmnes vary; that of the 1948 
volume is $6.75. 


Applications for membership, orders for publications, and general inquiries 


should be addressed to Ronald B. Welch, Secretary, National Tax Association, © 
P.O. Box 1799, Sacramento 8, California. 








orricers / 


G. Howarp SpazTH, Commissioner of Taxation, State of Minnesota, President 
Wru1aM A, SUTHERLAND, Attorney, Washington anJ Atlanta, Vice President 
Ronarp B. Wetcn, State Board of Equalization, California, Secretery 
Rosert J. Esy, New Rochelle, N. Y., Treasurer 


EXECUTIVE COMMITT%E 
The above officers ex-officio, the three ex-presidents whi have last held office, 
ine elected members 


nine 
Elected Members Ex-Presidents 


Rosert M. ARMSTRONG, Omaha Taxpayers, Inc. James W. Maatin, University of Kentucky 

go yo * emaateeaaeg of Taxation &  Gronce W. MrrcHext, Director of Finance, Illinois 
inance, New Yor! ey egy 

eee Man Tax C issioner of Ohio Caat SHoup, Columbia University 

Haroip M. Groves, University of Wisconsin Memb 

Joun F. Heary, Colorado Department of Revenue Honovery 

I. M. Lasovrrz, U. S. Bureau of the Budget A. Kennetu Eaton, Department of Finance, 

Lzo Matrerspoar, C.P.A., New York Dominion of Canada 

J. L. Reurner, Southwestern Beil Telephone Co., rT. : ller of Revenue, Provi 


of Ontario 
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